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Legal Problems of Insurance Agents— 


Reserves 


Reporting to our readers this month is 
Charles W. Tye, of Joseph Froggatt & 
Company, Newark, New Jersey. 


TZ NOWLEDGE by the agent of the legal 

requirements imposed upon the insur- 
ance carrier with respect to reserves is most 
important if he is to intelligently deal with 
the insuring public. The legal safeguards 
thrown around the accounting operations of 
an insurance company are intended to pro- 
tect the insuring as well as the investing 
public. These statutory and decisional re- 
strictions are essentially for the purpose of 
insuring continued solvency of the company. 
This particular discussion will be limited to 
casualty lines of coverage. 


Contrary to the usual accounting situation 
whereby reserves are deemed merely ear- 
marked surplus, reserves of an insurance 
carrier are liabilities. The convention form 
of annual statement adopted and prescribed 
by the National Association of Insurance 
Commissioners, specifically treats reserves 
as liability accounts, and surplus of the in- 
surance company is limited to the amount 
of funds in excess of capital and all lia- 
bilities, including 


reserves prescribed by 


statute or otherwise created. There are 
two general types of reserves: statutory, 
and voluntary or contingency. The stat- 


utory reserves are those prescribed by law 
as being essential to correctly reflect the 
underwriting and financial position of the 
company. The other reserves those 
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are 


which management feels are necessary to 


cover unknown contingencies or catastrophes. 

More specifically, the kinds of reserves 
include claim or reserves, unearned 
premiums, expense, commissions, miscel- 
laneous and voluntary or special reserves. 
Of the total, the statutory reserves will 
normally account for about 90 per cent of 
all reserves, and of this total around 80 per 
cent the claim and unearned 
premium reserves. Accordingly, most of this 
will be limited to these 


loss 


consists of 


discussion reserves 


Unearned-Premium Reserve 


On the earnings side of the picture (as 
distinguished from the claim or loss side), 
an insurance company receives its income 
from written premiums and investment in- 
Casualty policies of insurance are 
usually written on a one- or three-year basis 
and, unless installment financed, the premi- 
ums are payable in advance. However, this 
premium, even on a one-year term, is not 
a fully earned premium at the time paid. 
Rather, by statute, the earned premium is 


come. 


limited to that portion of the premium which J 


the period elapsed from the date of issue 
bears to the full period of the policy. The 
balance is maintained.in the so-called un- 
earned-premium reserve (a liability account), 
with such balance being earned ratably over 
the term of the policy. From the standpoint 
of the insuring public, the unearned-premi- 
um reserve represents the aggregate of the 
potential return premiums which would be 
owed to policyholders in the event the car- 
rier canceled all policies and quit business, 
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or it would take care of the reinsurance 
costs should all the business in force be 
reinsured with another insurance company. 
Generally speaking, the laws of most of the 
states require that the unearned-premium 
reserve be computed on a gross basis, with 
no offset for the acquisition costs of acquir- 
ing the business in the first instance. Since 
the incurred expense at inception is sub- 
stantial, it is quite obvious that these re- 
quirements tend to be a drain on surplus 
and, as respects a new company, necessarily 
will tend to curtail volume until a leveling 
off of the business occurs which will permit 
the earned to partially offset the unearned 
as a drain on surplus. The initial drain on 
surplus will run about 30 cents per dollar, 
with this deficit decreasing as the policy 
runs off to a theoretical profit at the end 
of the term. However, if there is not a 
profit factor in the premium rate (on cer- 
tain types of coverage there is not), then 
this so-called deficit would remain through- 
out the term of the policy. It is quite 
obvious that the legal requirement of handling 
the unearned-premium gross, without allow- 
ance for the expense involved, does tend to 
distort the financial picture unless it is un- 
derstood that usually a considerable portion 
of this reserve will not be needed to pay 
losses and expenses incident thereto. 


There are, generally, two acceptable methods 
of computing the unearned-premium reserve: 
the half-yearly method, or the semimonthly 
method. Under the half-yearly method, one 
half of the premiums on a yearly policy 
would be earned and one half unearned on 
December 31, on the assumption that the 
average date of issue is July 1, since policies 
are issued uniformly throughout the year. 
On three-year policies, one sixth would be 
earned and five sixths unearned, etc. Most 
companies which are predominantly fire car- 
riers use this method. Under the semi- 
monthly method, used by casualty 
companies which produce the bulk of their 
business the first half of the year, 1/24 is 
earned the first month and 23/24 is un- 
earned. Each month these percentages change 
to reflect an additional earned premium and 
a corresponding reduction in the unearned. 
On three-year the 
would be changed to reflect the longer term. 


most 


business, percentages 


Claim and Expense Reserves 


The claim reserves include regular known 
losses, and incurred-but-not-reported losses. 
The latter include losses which have occurred 
but which, for one reason or another, have 
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As you read this issue you will learn 
that: 

if a corporation redeems a part | 
the stock of a stockholder, the 
amount paid in redemption may or 
may not be taxable dividend. 
Page 519. 


of 
as a 


modern law has developed the 
idea of absolute liability as a concep- 
tion independent from fault and, con- 
sequently, it should not be governed 
by the rules of negligence. Page 527. 

the establishment of a 
reserve presupposes a thorough study 
by the examiner of current tax legis- 
lation and rulings. Page 537. 


proper 


a positive preventive medicine 
program, worked out just as a safety 
program is worked out with labor and 
management cooperation, can be 


Page 555. 


suc- 
cessful. 
. in Nevada a loss to an employer 
resulting from a strike by employees 
is an insurable event or risk, and the 
issuing of such a type of insurance 
contract is not contrary to public in- 
terest. Page 561. 
failure to file a retrospective pre- 
mium endorsement with the superin- 
tendent of insurance does not render 
the contract illegal, against public pol- 


icy and void. Page 575. 





not yet been reported to the carrier. Differ- 
ent methods of reserving apply to various 
lines of insurance, and certain lines, namely 
the so-called Schedule P lines (compensa- 
tion, liability and automobile), by law, must 
maintain The methods 
in use include individual estimates by the 
claim adjusters, average value, tabular and 
formula or loss ratio. Perhaps.the individual 
estimates and the formula methods are the 
most commonly used, although if 
the claims are numerous and small, and the 
spread is not great on any of them, the 
average method is quite satisfactory. 


statutory reserves. 


ones 


To produce the underwriting results, we 
are concerned with “losses incurred.” 


For insurance purposes, the phrase “losses 
incurred” means paid losses during the year 
plus outstanding unpaid losses at the end 
of the year and minus unpaid losses out- 
standing at the beginning of the year. The 


paid losses, of course, are known, whereas 
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the unpaid losses are just what the word 
implies. Although most companies write 
numerous lines of insurance, the large bulk 
of the casualty loss reserves (perhaps up to 
80 per cent in a full-line company) are set 
up with respect to two categories of busi- 
ness: liability (including automobile), and 
workmen’s compensation risks. These re- 
serves are carried in the famous “Schedule 
P formula” of the annual statement. The 
other are popularly called ‘“miscel- 
laneous lines.” 


lines 


The two methods for valuing these re- 
serves are: first, the “case” method which 
represents the total of claims 
valued by trained claim adjusters on specific 
claims; second, these pure case estimates are 
subject to minimal standards in two respects: 


reserves on 


(1) Liability cases in actual litigation are 
also valued at specified amounts, ranging 
from around $750 to $1,500, depending upon 
the policy year involved. If these valuation 
aggregates total more than the actual case 
estimates of trained adjusters, the higher 
aggregate must be used. As a practical 
matter this happens so infrequently that the 
minimum suit valuation need not be deemed 
an actual departure from the case method. 

(2) Reserves for claims on policies issued 
in each of the three years preceding the 
close of the year for which the statement 
is rendered must be maintained at a level 
sufficient to produce an incurred loss ratio 
of 65 per cent on workmen’s compensation 
and 60 per cent in the case of liability lines. 
These are percentages of earned premiums, 
reduced by loss and loss expense payments 
already made, and to the extent the aggre- 
gate exceeds the case estimates, the differ- 
ence is called the “Schedule P excess.” 

The “Schedule P method” was intended 
primarily to place a floor under the case 
estimates on recent claims, and also to in- 
sure that a new company would be subject 
to minimum reserve requirements, thereby 
preventing qa distorted statement of earnings 
and surplus. The floor, by being based on 
the average ratio of losses to earned premi- 
ums for the whole industry, also had the 
intended effect of preventing a new com- 
pany from understating its reserves, thereby 
distorting its true financial picture in its 
infancy. The following statement, appear- 
ing in the minutes of the 1913 Proceedings 
of the National Convention of Insurance 
Commissioners, is important in this respect: 


“Your committee believes that a fixed 


loss ratio for both liability and compensation 
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business would prove more satisfactory and 
produce the best results. By providing for 
a fixed ratio the company would know that 
such percentage of the premiums, less the 
losses paid, would have to be set asitle for 
reserve. Safe and sane underwriting methods 
would of necessity be established for under 


” 


such provisions 


The incurred-but-not-reported clains are 
more difficult to reserve for than the known 
claims, and must be based in part ox prior 
experience plus the judgment factor> It is 
usually advisable to use a developmént ap- 
proach and many satisfactory methocs have 
been devised. For example, under the New 
York Insurance Law, for fidelity anct surety 
losses, the following, method is prescribed 
by Section 326.2(b): , 


“The estimated liabilities for such [in- 
curred-but-not-reported] losses undex all its 
bonds, policies or contracts of, or cOvering 
any of the risks of, fidelity insurance, shall 


be not less than ten per cent of rhe net 
premiums in force thereon, and tlfe esfi- 
mated liabilities for all such losses under 


all its surety contracts shall be not less than 
five per cent of the net premiums in force 
thereon.” 


The claim expense reserve is established 
for the purpose of taking care of the ex- 
Such re 


pense of processing claims. serves, 


since 1950, are required on all lines of in- 
surance since the claim reserves. proper 
provide only for the pure loss. Prior to 
1950, the formula reserve required on Sched- 


ule P lines reflected such expenses, and 
claim expense reserves were not separately 
stated as respects these lines of insurance. 
This was changed when the statement was 
revised by the Blanks Committee of the 
N. A. I. C., effective in 1950. This reserve 
includes allocated and future unallocated 
claim adjustment expenses. 

The method of determining the loss-ex- 
pense reserve varies among companies. Many 
companies determine the amount to be set 
up in reserve by arriving at a ratio of loss 
expense paid to losses paid during the year, 
or on a two- or three-year average, and 
apply the percentage to the loss reserves by 
line of business. Some use a discotint factor 
against such a ratio in order to reflect the 
fact that on known cases some of the ex- 
pense has been paid at the time the reserve 
is established. There are also certain re- 
strictions imposed by the state insurance 
departments to insure adequate reserves to 
cover adjustment expenses. 

(Continued on page 559) 
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Pending Federal Legislation 


Federal Employee Group Insurance 


The House Committee on Post Office 
and Civil Service has reported without 
amendment the revised Senate bill that 


would provide group life insurance on a 
contributory basis for federal officials and 
employees. 

The bill (S. 3681) is an amended replace- 
ment of S. 3507, the original measure intro- 
duced May 24. S. 3681 was introduced June 
28 and passed by the Senate on July 8. 

Changes from the original bill, which was 
reported in this section in the June INsuR- 
ANCE LAW JOURNAL, would (1) exclude em- 
ployees of certain corporations supervised 
Farm Credit Administration, (2) 
prohibit exclusions because of the hazard- 
ous nature of employment, (3) include a 
schedule of dismemberment benefits, (4) 
discontinue employee premium payments at 
age 65, (5) provide insurance without cost 
to employees retired for disability, (6) 
delete requirements that a reinsurer be 
licensed in at least one state or the District 
of Columbia and that it have contracts with 
at least 25 different employers, (7) permit 
fraternal benefit writing life 
insurance exclusively on federal employees 
to participate in’ the program, (8) authorize 
reinsurance of liabilities assumed on behalf 
of separated or retired members of em- 
ployee beneficial associations, under certain 
conditions, (9) permit the civil service 
commission to discontinue policies at any 
time, (10) provide for an advisory com- 
mittee of five employees and (11) give 
original jurisdiction over claims to United 
States district courts, concurrently with the 
Court of Claims. 


associations 


Extension of the prospective group-insur- 
ance program to provide accident and health 


What the Legislators are Doing 

















federal 


insurance to 
by two 
S. 3803 and H. R. 
voluntary 


employees was pro- 
introduced bills. 
10099 would make avail- 
able, on a prepayment 


group hospital, medical and other health 


posed recently 


basis, 


service benefits. The government would 
contribute up to $26 annually for each 
worker. Little chance is seen for action 


measure at the current session of 


Congress. 


on this 


Health Reinsurance Plan Killed 


The administration-sponsored health re- 
insurance plan was killed, in effect, when 
the House of Representatives recommitted 
H. R. 8356 to the Committee on Interstate 
and Foreign Commerce on July 13. The 
vote to recommit was 238 to 134. 


During debate over the bill on the House 
floor, it was charged that undue pressure 
was exerted to get the bill out of committee 
without giving members sufficient time to 
reconsider\ provisions of an amended meas- 
ure containing 13 substantive changes from 
the original bill. 

A frequently voiced reason for passing 
the bill was that it would do no harm and 
that the President should be given an 
opportunity to put the reinsurance plan 
into action. Disagreement was voiced, how- 
that the bill would accomplish its 
stated purpose of stimulating experimen- 


ever, 


tation to provide better coverage for more 
people, particularly the aged, those living 
in rural self-employed individuals 
and employees of small firms. 


areas, 


The House action was described as only 
defeat by President 
hower at a press conference the following 
day. He said he would carry the program 
forward as long as he is in office. 


a temporary Eisen- 
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State Legislation 


The New Jersey legislature in a one-day 
meeting on August 2 extended its recess 
until November 15. The recess, which be- 
gan June 21 and was originally scheduled 
to end July 15, was first extended in one- 
day session on June 28. 


With the exception of New ‘Jersey, all 
state legislatures have adjourned. Louisiana’s 
legislature, which convened May 10, closed 
shop on July 8. 


A number of New Jersey laws, which 
were by the legislature prior to 
their June recess, have been signed by the 
governor during the past month. These, 
together with Louisiana enactments, com- 
prise the new laws reported in this issue. 


passed 


One of the New Jersey enactments which, 
while not actually affecting insurance, is 
of interest to the industry, is that known 
as the Mine Safety Act. It repeals pre- 
vious mine-safety laws, re-enacting several 
of the previous provisions and adding new 
It creates a mine-safety section in 
the Bureau of Engineering and Safety under 
the Division of Labor in the Department 
of Labor and Industry. Heading the new 
section will be a mine-safety engineer. 
Qualifications for the job are much more 
stringent than for the chief mine inspector 
under the former statutes. The new law 
also calls for more frequent inspections of 
mines, particularly underground mines. 
Chapter 197, Laws 1954, A. B. 367 and 
A. B. 441, approved July 23, 1954, effective 
October 1, 1954. (The mine-safety section 
and the implementing appropriations sec- 
tion, however, are effective immediately.) 

Grouped together by classification and 
by state, new laws affecting insurance in 


ones. 


Louisiana and New Jersey are as follows: 


Authorization to Purchase Insurance 


Louisiana . . . Officers of the Louisiana 
Sheriff’s Association are authorized to con- 
tract for group life, health, accident, acci- 
dental death and dismemberment, hospital, 
surgical or medical expense insurance to 
any amounts for sheriffs and deputy sheriffs. 
Previously only group life insurance was 
authorized, and this was limited to $2,000 
per individual. for group ih- 
surance are authorized to be paid for en- 
tirely out of the sheriff’s salary fund, rather 
than being paid on a contributory basis, 
as formerly. Act 238, Acts 1954, H. B. 813, 
approved July 1, 1954, effective July 28, 1954. 
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Costs such 


“state pub- 
which may contract for group 
life insurance for its employees specifically 
lists “each of the political, governmental or 
administrative’ subdivisions, departments or 
agencies of the State of Louisiana, and any 
association of public employees, and the 
governing boards and authorities of each 
state university, college, common and in- 
dependent school districts or of any other 
agency or subdivision of the public school 
system of the State of Louisiana.” Act 292, 
Acts 1954, H. B. 208, approved July 7, 1954, 
effective July 28, 1954. 


An amendment clarifying the 
lic bodies” 


New Jersey . . . County and municipal 
employees may make group purchases of 
hospitalization, medical and surgical insur- 
and authorize deductions from their 
the premiums therefor. The 
amended law already had permitted group 
purchases of life and health and accident 
insurance. Chapter 129, Laws 1954, A. B. 
215, approved and effective July 8, 1954. 


ance 
wages of 


with the above expansion of 
coverage was an amendment which permits 


the governing body of any county or mt- 


Tied in 


nicipality to pay a part or all of the premi- 
ums for such group insurance. Previously 
only municipalities and counties of the sixth 
class were permitted to pay a part or all 
of the cost. Chapter 202, Laws 1954, S. B. 
202, approved and effective July 15, 1954. 


Doing Business 


Louisiana . . . Bonds of the new Louisi- 
ana Expressway Authority are made legal 


Maxi- 


mum interest on the bonds is set at 5 per 


investments for insurance companies. 


The interest would be tax free in the 
state. The bonds, however, would not be 
guaranteed by the state. The five appointed 
members of the authority would be required 
to give a $25,000 surety bond, and the 
secretary-treasurer, who may or may not 
be a member of the authority, would be 
required to give a $50,000 surety bond. Act 
232, Acts 1954, H. B. 671, approved July 1, 
1954, effective July 28, 1954. 


Where the Louisiana Rating Commis- 
sion controls the rates and/or premium 
charges and policy forms of a type or class 
of insurance, state purchases of such in- 
surance will no longer be made on the basis 
of bidding. Act 306, Acts 1954, H. B. 285 


cent. 


approved July 7, 1954, effective July 28, 1954. 
(Continued on page 554) 
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Business Purchase Agreements 


Funded with Life Insurance 


By WALTER D. FREYBURGER 


GREEMENTS between partners or 
‘4X stockholders whereby each agrees that 
if he is the first to die his estate will sell 
his interest in the business to the survivors 
and agrees that if he survives he, or he and 
the other survivors, will purchase the inter- 
est of. the decedent (buy-and-sell agree- 
ments), are supported by mutual promises. 
Such agreements are not testamentary in 
character. Their validity is unquestioned. 
In 40 American Jurisprudence 346, it is 
said: “The right of partners to make agree- 
meuts whereby the survivor shall have the 
right or option to purchase his deceased 
partner’s interest in the firm on stated terms 
and conditions is unquestioned, and such 
agreements have been uniformly upheld and 
enforced by the courts, when made bona fide 
and supported by sufficient legal consideration.” 


The above quotation is approved in an 
excellent and exhaustive annotation in 
American Law Reports Annotated, Second 
Series (pages 1178, 1265), entitled “Provisions 
for post-mortem payment or performances as 
affecting instrument’s character and validity 
as a contract.” It states: “The same text 
states that agreements between partners 
that in the event of the death of one before 
the termination of the partnership, the sur- 
vivor shall pay a certain amount to the 
legal representatives or heirs of the de- 
ceased partner and that thereupon he shall 
become the sole owner of the partnership 
business, are not open to objections when 


Business Purchase Agreements 





The author, tax counsel for 
the New York Life Insurance 
Company, presented this address 
before the Section on Taxation, 
Louisiana State Bar Association. 


fairly made, for a valuable consideration 
and without any illegal purpose. Id. Par. 
311. This clearly is the prevailing view, 
although notice is to be taken of a Rhode 
Island case, Ferrara v. Russo (1917) 102 
A. 86, ruling a particular instrument of 
this type testamentary and not binding the 
surviving partner.” 

In that Island the survivor 
was sued by the heirs at law of the de- 
ceased partner for failing to pay the pur- 
chase price set out in the partnership 
agreement. It was alleged that the agree- 
ment provided “that in the event of the 
death of Carmine Ferrara, then all of the 
said printing establishment was to become 
the property of the said defendant, and in 
consideration thereof the said defendant did 
then and there agree in writing with the 
said Carmine that he would pay unto 
the heirs at law or the family, the sum 
of $275.” The court held the instrument 
testamentary in character. It is the only 
case so holding that we have been able to 
find. This decision is no longer effective in 
Rhode Island due to legislation, Section 10, 
Chapter 428, General Laws of Rhode Island, 


Rhode case 
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1938, added by Public Laws 1932, Chapter 
1862. 


It must be noted that in the Ferrara case 
the interest of the decedent automatically 
passed to the surviving partner. No case 
has been found holding that such an agree- 
ment is testamentary which obligates the 
estate of the deceased partner to sell and 
the surviving partner to buy the interest 
of a deceased partner. This is clearly a 
contract which is to be performed upon 
the death of a deceased partner. 

No case has been found in Louisiana 
bearing upon the validity of such agree- 
ments. However, in McKnight v. Cornet, 
143 So. 726 (1932), an agreement which 
merely read “To whom it may concern— 
In the event of my death I agree to pay 
to W. McKnight the sum of six hundred 
dollars. A. S. Cornet” was held not testa- 
mentary in character. The court presumed 
that there was consideration for the promise. 


Another Louisiana case which involved 
a partnership agreement provided that upon 
the death of a partner, the surviving part- 
ners should purchase the interest of the 
deceased partner (Succession of Conway, 215 
La. 819, 41 So. (2d) 729 (1949)). The court 
held that good will should be considered 
an asset in determining the purchase price 
to be paid under the terms of the agree- 
ment by the survivor. No question was 
raised as to the validity of the agreement. 

In a very recent case, Succession of 
Jurisich, 60 So. (2d) 361 (1953), the Supreme 
Court of Louisiana considered a partnership 
agreement which provided upon the death 
of either partner that the surviving partner 
was to have the right to buy the interest 
of the deceased partner at book value. The 
suit was brought by the surviving partner 
to enforce this agreement. The only point 
of contention was whether the term “book 
value” included the value of good will 
when the books did not show any value 
for good will. The court distinguished the 
Conway case, above mentioned, and held 
that the agreement did not require any 
compensation to be paid for good will. 
The court said (at page 363): 

“There is nothing inequitable, however, 
in the provision of the partnership agree- 
ment which operated to exclude good will 
by giving to the surviving partner, upon 
the death of the other, the right and privi- 
lege of buying the interest of the deceased 
at its then book value. At the time the 
partners entered into the partnership agree- 
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ment, neither gained any advantage by its 
insertion, as neither had any way of know- 
ing which partner would die first. This 
reciprocal clause was for the benefit of both 
and obviously was inserted so that upon 
the death of either the survivor might 
purchase for an easily ascertainable amount 
the interest of the deceased and thus con- 
tinue to operate the business without the 
delays and complications attendant upon 
appraisal and valuation of intangible assets,” 


In an interesting article entitled “Estate 
Planning in Louisiana,” published in 26 
Tulane Law Review 119 (1952), by John 
Minor Wisdom and Paul O. H. Pigman 
of the Louisiana bar, after calling attention 
to questions that may arise as to testa- 
mentary character, forced heirships and 
community rights, concludes: 

“Recognizing these possible limitations 
under Louisiana law, agreements affecting 
valuation should be made if the agreemént 
can be justified as reasonably required ina 
business venture and as not unfair to the 
community or to forced heirs, for only 
thus can a testator’s disposition of business 
interests be made with comparative assur- 
ance concerning the valuation of these 
interests for purposes of estate taxation. 
In formulating the estate plan, proper evalu- 
ation of business interests either through 
use of an option agreement or through use 
of a realistic valuation formula will. avoid 
unrealistic valuations which not only may 
result in unexpected tax burdens, but may 
entirely frustrate the estate plan.” 


It is submitted that if a contract provides 
for the estate of a deceased partner or 
shareholder to sell his interest in a partner- 
ship or corporation to surviving partners 
or shareholders or to the corporation for a 
fair consideration, no gift being intended, 
then such an agreement should not be 
regarded as testamentary in character. With 
regard to the question of forced heirship, 
it does not seem that such agreements vio- 
late the rights of forced heirs as long as 
the consideration being paid by the pur- 
chasers of the partnership interest is fair 
and approximates the real value of such 
interest. In the usual situation it seems 4 
forced heir has no prospect of retaining 
his proportion of the partnership interest 
but is only to receive his proportion of the 
fair value of such interest. 

As regards the community interest of 
the surviving spouse, it would seem that 
the husband, as the managing partner of 
the community, should have authority to 
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obligate the community to sell the entire 
community interest in the partnership in 
the event of his death. However, it would 
seem advisable to have the agreements 
signed by the wife of each partner. 


Stock Retirement Agreements.—The va- 
lidity of stock retirement agreements in 
general depends upon the power of the cor- 
poration under the laws of the state with 
respect to which it is incorporated, to pur- 
chase its own stock. Under English law, 
a corporation does not have the power to 
purchase its own stock. This rule continues 
to be followed in Canada. However, in the 
United States the majority of the courts 
take the view that a corporation may repur- 
chase its own shares in the absence cf statu- 
tory or self-imposed restrictions, if the 
purchase is made from surplus in good faith 
and without prejudice to creditors or other 
stockholders. See Fletcher’s Cyclopedia 
Corporations, 1950, Revised Volume 6A, 
Section 2846, for a survey of the statutes 
and relating to the validity of 
stock retirement agreements. 


decisions 


In Louisiana, it is provided in Section 23 
of Title 12 of West’s Louisiana Revised 
Statutes, Annotated, that unless the articles 
otherwise provide, a corporation may pur- 
chase its own shares of any class issued by 
it, but only out of surplus available for 
dividends, and only if the purchase price 
does not violate the contractual right of 
any other class of shares. However, except 
in certain specified instances, the purchase 
must be authorized by an affirmative vote 
of two thirds of the voting power of each 
class of shares outstanding. 

It might be added that proceeds of life 
insurance should help to create a surplus. 


Agreements to Buy Out Interest 
of Deceased Partner or Shareholder 


Internal Revenue Code Section 115(g) (3). 
—If a corporation redeems a part of the 
stock of a stockholder, the amount paid in 
tedemption may be taxable as a dividend. 
To be taxable as a dividend the stock must 
be redeemed “at such time and in such man- 
ner as to make the distribution and cancel- 
lation or redemption in whole or in part 
essentially equivalent to the distribution of 
a taxable dividend.” The income tax regu- 





lations have long provided that the redemp- 
tion of all of the stock of a particular 
stockholder, so that the stockholder ceases 
to be interested in the affairs of the corpora- 
tion, does not effect a distribution of a 
taxable dividend (Regulations 118, Section 
39.115-9). On the other hand, a redemption 
by a corporation of a portion of its stock 
pro rata among all the stockholders will 
generally be considered as effecting a dis- 
tribution essentially equivalent to a taxable 
dividend. The regulations have been silent 
as to the effect of a redemption of a part 
of the stock of one stockholder. Bui until 
the law was amended in 1950 by adding 
paragraph (3) to Section 115(g), any re- 
demption of part of the stock of a decedent 
was considered dangerous. 


Paragraph (3) added by the Revenue Act 
of 1950, as amended by the Revenue Act 
of 1951, relieves a stockholder from being 
taxed under Section 115(g) upon any amount 
received in redemption of stock not in ex- 
cess of the estate and inheritance taxes (in- 
cluding interest collected as a part of such 
taxes) if the following conditions are met: 
(1) The value of the stock must be included 
in determining the value of the gross estate 
of the decedent; (2) the distribution must 
have been made within the period of limi- 
tations for the assessment of estate tax or 
within 90 days after the expiration of such 
period; and (3) the value of the stock in 
such corporation, owned by the decedent, 
for estate tax purposes, must comprise more 
than 35 per cent of the value of the gross 
estate of the decedent. If the above condi- 
tions are met, the estate of a decedent may 
sell a portion of the stock in the corporation 
owned by the decedent to the corporation, 
without being taxable as upon the receipt 
of a taxable dividend. If the estate sells all 
of the stock owned by the decedent, and 
the above conditions are not met, then under 
the existing regulations it would not be con- 
sidered as receiving a taxable dividend. 


It should be noted that although the 
heading for Section 115(g)(3) is “Redemp- 
tion of Stock to Pay Death Taxes,” it is 
not necessary that the proceeds paid by the 
corporation for the redemption of stock be 
applied to pay death taxes. The decedent’s 


estate may have other funds available to 
pay such taxes, but nevertheless an amount 
may be received not in excess of estate and 
inheritance taxes in payment of stock re- 
deemed by the corporation without the dis- 












‘For a good discussion of Sec. 115(g)(3), 
ee 1952 Proceedings of the Tax Institute of the 
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University of Southern California School of 
Law, article by Lehman C. Aarons, at p. 253. 
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tribution being taxed as a dividend, provided 
the other requirements of Section 115(g) (3) 


are met. It should also be noted that the 
stock redeemed need not have been owned 
by the decedent at the time of his death 
and the redemption need not be from his 
estate. However, “the value” of the stock 
must be included in determining the value 
of his gross estate. 


It should be noted, also, that the amount 
distributed in excess of estate and succes- 
sion taxes might be treated as a taxable 
dividend. The statute excepts from divi- 
dend treatment “such part” of the distribu- 
tion not in excess of death taxes. Thus a 
distribution may be both a dividend and a 
capital transaction. If stock of the surviving 
stockholders is also partially redeemed at 
the same time, such redemption might con- 
stitute a dividend to the surviving stock- 
holders and a capital transaction as far as 
the estate of the decedent is concerned. 


Since the law requires the distribution to 
be made within three years and 90 days 
after the estate tax return is filed, it is 
doubtful whether any payments made after 
that period, as in the case of periodic pay- 
ments being made over a period of years, 
would get the advantage of Section 115 
(g)(3). Such delay of payments would 
appear likely to be taxable as a dividend. 
One of the problems that might arise under 
Section 115(g)(3) is the determination that 
the value of the stock owned by the dece- 
dent constituted more than 35 per cent of 
the value of the gross estate outstanding. 
This ‘involves questions of valuation of the 
assets of the estate, including the stock of 
the corporation. If there is a dispute as to 
such valuation, years may go by before the 
valuations are finally determined and _ it 
might make it unsafe to redeem the stock 
in the meantime. Therefore, in close cases 
of valuation it may not be advisable to 
attempt to take advantage of Section 115 
(g)(3). In addition to the question of 
valuation, there may be a question of 
whether certain property constitutes com- 
munity or separate property. One difficulty 
in redeeming part of the stock may be that 
the estate of the decedent will lose control 
of the corporation. Consideration might 
well be given to a recapitalization or a divi- 
dend payable in nonvoting preferred stock 
so that only such stock would be redeemed. 
If the stock is issued for the purpose of 
being redeemed, it may be well claimed by 
the Internal Revenue Service that the dis- 
tribution in redemption is taxable as a 
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dividend. However, see Chamberlin v. Com- 
missioner, 53-2 ustc J 9576, 207 F. (2d) 462 
(CA-6), in which it is held that although 
preferred stock was issued for the purpose 
of having the shareholder sell such stock 
to insurance companies and although the 
corporation under a formula depending on 
net earnings was to retire all the shares 
over a period of eight years, the issuance 
of the preferred stock as a dividend did not 
constitute a taxable dividend. The court 
relied upon the Supreme Court case of 
Strassburger v. Commissioner, 43-1  vuste 
7 9363, 318 U. S. 604. However, this deci- 
sion is the subject of a critical note in 
67 Harvard Law Review 520 (1954). It 
should be noted that. the proposed Internal 
Revenue Code of 1954 is making drastic 
changes in what now constitutes Section 
115(g), and while these proposed changes 
are now being reviewed with likelihood of 
amendment, it is expected that the new law 
will clear up many of these uncertainties, 
See Sections 301 to 312 of H. R. 8300. 


It should be noted that H. R. 8300, In- 
ternal Revenue Code of 1954, as it passed 
the House, liberalized the existing provi 
sions of Section 115(g)(3). Section 303 of 
the bill would make what is now Section 
115(g)(3) applicable to a situation either 
where the value of the stock for estate tax 
purposes comprises more than 35 per cent 
of the value of the gross estate of the dece- 
dent, or where the value comprises more 
than 50 per cent of the net estate of such 
decedent. The amount to be paid for such 
stock may include an amount sufficient to 
pay funeral and administration expenses, 
as well as estate and inheritance taxes. 


Another change which is proposed by 
the new Internal Revenue Code is that if 
the decedent owns stock in two or more 
corporations and there is included in his 
estate with respect to each corporation mort 
than 75 per cent in value of the outstanding 
stock, then the stock in such corporations 
shall be treated as the stock of a single 
corporation. 


Federal Estate Taxes 


Valuation of Business Interests. — Th 
problem of valuing the interest of an indi 
vidual in a business, whether it is a solf 
proprietorship, partnership or close corpd 
ration, is usually a difficult one. There ha 
been much litigation with respect to sut 
values in determining estate taxes. A num 
ber of very valuable articles have bee 
written on this subject in recent years. 
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Consider first. the case where there is no 
business purchase agreement. How should 
the executor in making out the estate tax 
return determine the value? What position 
is the internal revenue agent likely to take? 


Net Worth Basis.—The executor may use 
the net worth basis of the assets of the busi- 
ness. He would start with the book value, 
and make adjustments to reflect the actual 
values as of the date of the death of the 
decedent. If the accounting has been very 
conservative, a much lower valuation may 
be shown than will be acceptable to the 
revenue agent. On the other hand, some 
assets may not be worth the book value. 
Attention must be given to the proper value 
of such items as inventories, accounts re- 
ceivable, and plant and equipment. If the 
business is to be liquidated, the cost of 
the liquidation should be deducted from the 
book value. Prior earnings would appear 
as relatively immaterial if the business is to 
be liquidated. 


Treasury Regulations as to Valuation.— 
In valuing the interest of the decedent in a 
sole proprietorship or partnership, the Treas- 
ury Regulations provide: “A fair appraisal 
as of the applicable valuation date: should 
be made of all of the assets of the business, 
tangible and intangible, including good will, 
and the business should be given a net 
value equal to the amount which a willing 
purchaser, whether an individual or cor- 
poration, would pay therefor to a willing 
seller in view of the net value of the assets 
and the demonstrated earning capacity. 
Special attention should be given to fixing 
an adequate value of the good will of the 
business in all cases in which the decedent 
has not agreed, for an adequate and full 
consideration in money or money’s worth, 
that his interest therein shall pass at his 
death to his surviving partner or partners.” 
The Regulations further provide: “All evi- 
dence bearing upon such valuation should 
be submitted with the return, including 
copies of reports in any case in which ex- 
aminations of the business have been made 
by accountants, engineers, or any technical 
experts as of or near the applicable valuation 
date.” (Regulations 105, Section 81.10(i).) 


In the case of a close corporation where 
actual sales or bona fide bid and asked prices 
are not available the Treasury Department 
Regulations provide that the value of stock 
in such corporations is to be arrived at 
“upon the basis of the Company’s net worth, 
earning power, dividend-paying capacity, 
and all other relevant factors having a 
bearing upon the value of the stock. Among 
such other relevant factors to be considered 
are the values of securities of corporations 
engaged in the same or a similar line of 
business which are listed on an exchange. 
However, the weight to be accorded such 
companies or any other evidentiary factors 
considered in the determination of a value 
depends upon the facts of each case.” (Regu- 
lations 105, Section 81.10(c).) 


Evaluation 
for Estate Tax Purposes 


It appears from the various court deci- 
sions * that the value of the business interest 
as set out in the agreement or as determined 
in accordance with a formula set out in such 
an agreement, will be determinative for 
estate tax purposes, if the following ¢ondi- 
tions are met: (1) The agreement is the 
result of an arm’s-length transaction; (2) 
the agreement requires the estate to sell; 
(3) the surviving party or parties have a 
legally binding contract or option to pur- 
chase; and (4) the decedent could not have 
disposed of his interest during his lifetime 
without first offering it to the other party 
at a price not higher than the price to be 
paid had the sale been made by his estate 
to such other party. 


The term “arm’s-length transaction’ means 
that in fixing the price and the terms for 
the sale of an individual’s interest in the 
business at the time of his death, the parties 
must deal: with each other as they would 
with strangers. There must be no donative 
intent. The price agreed upon should be 
the result of bargaining by the parties who 
are concerned with securing a fair price for 





2Wilson v. Bowers, 1932 CCH { 9214, 57 F. 
(2d) 682 (CCA-2); Lomb v. Sugden, 36-1 ustc 
(9158, 82 F. (2d) 166 (CCA-2); Rose Newman, 
Erre., CCH Dec. 8811, 31 BTA 772 (1934), acq. 
XIV-1 CB 14; Estate of John T. H. Mitchell, 
CCH Dec. 9902, 37 BTA 1 (1938), acq. 1938-1 
CB 20: Commissioner v. Bensel, 38-2 vustc 
19593, 100 F. (2d) 639, aff’'g 36 BTA 246 (CCA-3, 
1938); Hstate of John Q. Strange, CCH Dec. 
12,516-D (1942); Hstate of Henry A. Maddock, 
CCH Dec. 18,118, 16 TC 324, acq. 1951-2 CB 3; 
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Estate of Albert L. Salt, CCH Dec. 18,449, 17 
TC. 92 (1951-1 CB 1); May v. McGowan, 52-1 
ustc { 10,839, 194 F. (2d) 396 (CA-2); see also 
Theodore Ness, ‘‘Federal Estate Tax Conse- 
quences of Agreements and Options to Purchase 
Stock on Death,’’ 49 Columbia Law Review 796 
(1949). But see Estate of George M. Trammell, 
CCH Dec. 19,067, 18 TC 662 (1952), in which 
the agreed valuation which. expressly left out 
good will was not accepted for estate tax 
valuation purposes. 
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the interest of the decedent and are informed 
as to the present value of the business and 


prospects for future earnings. If a fixed 
price is agreed upon, and it is a fair price 
at the time from an objective point of view, 
but the parties neglect to readjust the price 
as time goes on, there may be a question 
whether that price will be determinative for 
estate tax purposes. 


While the estate will not be able to get 
a higher price than that fixed in the agree- 
ment, and there are numerous cases that 
have upheld the agreed price for estate tax 
purposes, it is possible that a court will 
reason that the parties to the agreement 
cannot arbitrarily fix the value for all time, 
to the detriment of the revenue. It is, 
therefore, advisable that such fixed price be 
re-examined by the parties at frequent inter- 
vals. It is also recommended that the par- 
ties retain data showing how the price .was 
determined. If good will was considered, 
how it was valued. If no good will was 
included in the valuation, the reason for 
such omission. It is possible that the loss 
of services of the decedent would more than 
offset the value of any good will. 


In a recent Tax Court case, Estate of 
George M. Trammell (cited at footnote 2), 
the agreed valuation which expressly left 
out good will was not accepted for estate 
tax valuation purposes. 


The present position of the Internal Reve- 
nue Service with respect to the effect of 
restrictive agreements is set out in Revenue 
Ruling 54-77, as follows: 


“Where the option, or buy and sell agree- 
ment, is the result of voluntary action by 
the stockholders and is binding during the 
life, as well as at the death of the stock- 
holders, such agreement may or may not, 
depending upon the circumstances of each 
case, fix the value for estate tax purposes. 
However, such agreement is a factor to be 
considered, with other relevant factors, in 
determining fair market value. When the 
stockholder is free to dispose of his shares 
during life and the option is to become ef- 
fective only upon his death, the fair market 
value is not limited to the option price. It 
is always necessary to consider the relation- 
ship of the parties, the relative number of 
shares held by the decedeni, and other 
material facts, to determine whether the 
agreement represents a bona fide business 
arrangement or is a device to pass the dece- 
dent’s shares to the natural objects of his 
bounty for less than adequate and full con- 
sideration in money or money’s worth.” 
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of Life Insurance Proceeds ship 
In order for any of the proceeds of life the ¢ 
insurance payable to beneficiaries other than # mem« 
the estate of the insured to be included in-} in th 
the gross estate of the decedent, the fed-.} Mitch 
eral law provides that either (1) the insured:-; Tom 
must have retained some incidents of owner- | CB 
ship at the time of his death, either aloneJ has 1 
or jointly, or (2) the insured must hav ceeds 
paid some of the premiums either directly J the p 


of suc 





or indirectly. Generally speaking, if the 
insured retained no incidents of ownership») 
. c . NI 
and paid only part of the premiums, ther} 
only a part of the proceeds in proportio#} Tax | 
to the total premiums paid by the insure®j he [ 
“alll xj fhe 
would be taxable. Attention is called to thy 
fact that under Section 2042 of H. R. 8304} In 





Internal Revenue Code of 1954, as it passe?} fear i 
the House and Senate, the premium pay premi 
ment test was eliminated and from the effex be the pz 
tive date of this provision life insurance we This 
be included in the gross estate only if ti] The c 
insured retained an incident of oneal and is 
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Purchase Price = phe i 
Included in Estates Sie tn. 
If we assume the existence of a paring: owner 
ship purchase agreement which PrOvinss sharel 
that upon the death of any partner the Jyb-} Corpo: 


ceeds of life insurance owned by the Pet compe 
nership on the life of such partner shal and tl 
applied to purchase his interest in the bx’si- | stockl 
ness, then only an amount equal to Qbe| decisic 
purchase price of his interest shoulcSbe] the ¢ 
included in his estate. If the insurancQ or premi 
part of it is included in his estate unde@che} the 
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ship interest, in the event of his death, the 
insurance and the full value of the partner- 
ship interest will not be both includable in 
the gross estate of the decedent. (Press 
memo, November 24, 1947.) The Tax Court 
in the Dobrzensky case (cited above), the 
case (cited at footnote 2), the 


Tompkins case, 13 TC 1054 (Acq. 1950-1 


1 CB 5), and the Ealy case, 10 TCM 431, 


has refused to tax both the insurance pro- 
ceeds payable for a decedent’s interest in 


y | the partnership or corporation and the value 
¥ of such interest exchanged for such proceeds. 


Tax Problems and 


| the Deceased Stockholder 


In a closely held corporation, there is 
fear in some quarters that the payment of 
premiums by the corporation may constitute 
the payment of dividends to the stockholder. 
This fear does not appear well founded. 
The corporation is the owner of the policies 
and is entitled to the cash surrender values, 
etc. A corporation is a separate entity. It 
is difficult to tell which stockholders, if any, 
will survive and obtain the advantage of 
the insurance. Entirely new stockholders 
may own the company when the proceeds 
of insurance are collected. Moreover, the 
ownership of insurance on the lives of 
shareholders in a close corporation fills a 
corporate need. It is in the interest of the 
company to have harmony in management, 
and therefore keep control in the existing 
stockholders. There have been no court 
decisions to date taxing the stockholders on 
the constructive receipt of dividends for 
premiums paid where the corporation owned 
the policies. Apprehension has also been 
expressed that when stock is retired, the 
remaining shareholders may be considered 
as receiving a dividend. But that principle, 
if applied, would result in taxable dividends 
to shareholders whenever a corporation re- 
tired any of its stock under any circumstances. 


Upon a review of recent court decisions, 
George J. Laikin, in an article in 7 Journal 
of the American Society of Chartered Life 
Underwriters 32 (1952), concluded: 

“On the basis of the foregoing discus- 
sion, it may safely be concluded that a cor- 
poration may acquire insurance upon the 
life of a sole or dominant stockholder with- 
out involving the sole stockholder in estate 
or income tax dangers, provided (1) the 
corporation is the applicant for the insur- 
ance; (2) it holds all of the incidents of 


Business Purchase Agreements 


ownership; (3) it is the beneficiary; (4) it 
pays all of the premiums; (5) the insurance 
serves a corporate and business purpose; 
and (6) the insured has no rights in the 
policy or the proceeds.” See also Mann- 
heimer and Friedman, “Stock-Retirement 
Agreements,” Taxres—The Tax Magazine, 
May, 1950, page 423. 


These conclusions were based principally 
upon two United States Supreme Court deci- 
sions, Moline Properties, Inc. v. Commissioner, 
43-1 ustc J 9464, 319 U. S. 436, and National 
Carbide Corporation v. Commissioner, 49-1 
ustc { 9223, 336 U. S. 422. In the Moline 
Properties case the Court said: 


“The doctrine of corporate entity fills a 
useful purpose in business life. Whether 
the purpose be to gain an advantage under 
the law of the state of incorporation or to 
avoid or to comply with the demands of 
creditors or to serve the creator’s personal 
or undisclosed convenience, so long as that 
purpose is the equivalent of business activity 
or is followed by the carrying on of business 
by the corporation, the corporation remains 
a separate taxable entity.” 

The facts here were: Petitioner corpora- 
tion was organized in 1928 by Thompson as 
a security device suggested by the mort- 
gagee of certain property. Thompson con- 
veyed the property to the corporation in 
return for all the stock, and transferred the 
stock to a trustee as security for several 
loans. The loans were repaid, and even- 
tually some of the property was sold- by 
the corporation at a profit. Then a refund 
was asked for on the ground that the profit 
should be taxed to Thompson individually 
and not to the corporation. 


The exception to this general rule was 
also stated by the Court in the Moline Prop- 
erties case as follows: “In general, in matters 
relating to the revenue, the corporate form 
may be disregarded where it is a sham or 
unreal. In such situations the form is a bald 
and mischievous fiction.” 


In the National Carbide Corporation case, 
the Court 
cerned, we can see no difference in prin- 
ciple between Airco’s control of petitioners 
and that exercised over Moline Properties, 
Inc., by its sole stockholder. Undoubtedly 
the great majority of corporations owned by 
sole stockholders are ‘dummies’ in the sense 
that their policies and day-to-day activities 
are determined not as decisions of the cor- 
poration but by their owners acting indi- 
vidually. We can see no significance [in 


said: “So far as control is con- 
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this] 
Tax Appeals in Moline Properties in the 


We reversed the Board of 
face of its findings that ‘Full beneficial 
ownership was in Thompson (the sole stock- 
holder) who continued to manage and re- 
gard the property as his own individually.’ ” 
The Court further stated: “Complete owner- 
ship of the corporation and the control pri- 
marily dependent upon such ownership 

are no longer of significance in determining 
taxability.” 

One sometimes cited to show the 
danger of a corporation paying: premiums 
on policies to fund stock retirement agree- 
ments is Paramount-Richards Theatres, Inc. 
v. Commissioner, 46-1 ustc § 9170, 153 F. 
(2d) 602. In that case, a movie company 
and Richards agreed to form a corporation. 
The stock was to be divided equally be- 
tween them. Richards was to manage the 
company for a fixed salary. The stock- 
holders were to cause the corporation to 
insure Richards’ life for $250,000 if he 
proved to be insurable at standard rates. 
Richards’ estate, or his designee, was to be 
the beneficiary. If Richards died, the movie 
company was to have the option to buy 
Richards’ stock at a stipulated price. How- 
ever, if the insurance had not been procured 
on Richards’ life, then $125,000—one half 
of the amount of the proposed insurance— 
was to be added to the price to be paid to 
Richards’ estate for his stock. The corpo- 
ration was formed, the stock issued and the 
insurance procured. The main question in 
the case was whether the premiums should 
be regarded as additional compensation to 
Richards or as dividends. Since the in- 
surance was obviously designed to benefit 
not only Richards, but also the movie com- 
pany, the premiums were held to be dividends. 


case 


What the stockholders did, to quote the 
circuit court of appeals opinion in the 
case, “was to appropriate corporate funds 
to their joint benefit by the premium pay- 
ments.” The corporation was not a party 
to the agreement. It had neither oppor- 
tunity nor obligation to buy Richards’ stock 
in case he died. In no circumstance was it 
to receive any of the proceeds of the in- 
surance on Richards’ death. 


Section 102 and 


Corporate-Owned Life Insurance 


Internal Revenue Code Section 102 im- 
poses an additional tax upon the net income 
of a corporation which is formed or availed 
of for the purpose of preventing the impo- 


526 


The majority of American court’ hold 
that a corporation may properly re- 
purchase its own shares of stock. 


sition of the surtax upon its shareholders 
through the medium of permitting earnings 
or profits to accumulate instead of being 
distributed. May the purchase of ‘life in- 
surance for the purpose of buying the shares 
of a deceased shareholder give rise to a 
Section 102 tax? 


Is the purchase of its own stock by a 
close corporation from the estate of a de- 
ceased shareholder “unrelated to the normal 
business activities’ of the corporation? 
The United States Court of Appeals for 
the Third Circuit in Emeloid Company, Inc. 
v. Commissioner, 51-1 ustc J 66,013, 189 F. 
(2d) 230, in referring to such a stock re- 
tirement agreement and pointing out that 
the purpose of the agreement was to pro- 
vide for continuity of harmonious manage- 
ment, said: “Petitioner apparently anticipated 
that, should one of its key stockholder- 
officers die, those beneficially interested in 
his estate might enter into active participa- 
tion in corporate affairs and possibly intro- 
duce an element of friction. Or his estate, 
not being bound by contract to sell the 
stock to petitioner, might sell it to adverse 
interests. The fragile bark of a small busi- 
ness can be wrecked on just such uncharted 
shoals.” If life insurance is purchased to 
fund a stock retirement agreement’in order 
to provide for continuity in the management 
and general policies of the company, then 
under the reasoning of the Emeloid case the 
purchase of insurance for such purpose 
should be regarded as a purchase for the 
welfare of the corporation and not be evi- 
dence of the accumulation of profits not 
needed in the business of the company. 


If only part of the stock is redeemed 
under Section 115(g)(3) for the purpose of 
paying estate and inheritance taxes, Con- 
gress, by enacting such a provision, would 
appear to have approved a reasonable fund- 
ing arrangement, such as the purchase of 
ordinary life insurance by the corporation. 
Carrying out a program approved by Con- 
gress would not seem to give rise to a 
violation of Section 102. However, the 
facts in case must be considered in 
whether the corporation is 
vulnerable to a Section 102 tax. 


[The End] 
IL J— August, 1954 
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Liability Without Negligence 


By GEORGE NICCOLINI 


Perhaps the insurance industry may help solve 


the problem by placing in the insurance contract 


a definition of the extent of absolute liability 


Mr. 
pendent insurance adjuster, and at pres- 


Niccolini has worked as an inde- 


ent is home office examiner of liability 


claims, Commercial Union-Ocean Group. 


HE traditional concept of negligence is 

based on fault, and liability arising there- 
from is the censure of reprehensible conduct. 
The individual may have, of course, a sub- 
jective conception of his personal fault, but 
the law judges his fault from the standpoint 
of the objective standard of the reasonable 
man, that is, according to what the ordinary 
prudent man would or would not do under the 
circumstances. This objective evaluation of 
fault is only a fiction, but, inasmuch as the 
subjective conception is inscrutable, justice 
to the victim requires a standard degree of 
care. The primary purpose of the law here 
is the individual’s compensation for the 
damage he has suffered. 

It is a well-settled principle of law that 
there is liability where there is negligence. 
However, where the damage is sustained as 
a consequence of lawful-and nonculpable 
activities, it is not always clear whether the 
loss should be borne by the actor or by the 
innocent victim. If the actor behaves ac- 
cording to the standard of the reasonable 
man, his action, if the same ‘is a lawful 
cannot possibly be construed as a 
wrongdoing. He is acting within his rights. 
He does not invade or trespass the rights 
of others. Yet if a person so engaged in 
lawful but dangerous activities likely to 
cause harm to others injures another person, 
the positive law may impose upon him abso- 
lute liability on the grounds that the rights 
of the victim, who has no relation,to the 


one, 


accident. other than that of the loss, have’ 


been trespassed or invaded. 
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Liability Without Negligence 


There is in the law a desire to protect 
the victim of negligent conduct, but it seems 
that under certain circumstances there is 
a similar desire to compensate the victim, 
where there is a victim without a tortfeasor. 
The desire of the law to protect the victim 
regardless of negligence is well understand- 
able in the so-called ultrahazardous activi- 
ties cases. The term hazardous implies the 
foreseeability of a certain degree of risk 
and, therefore, it appears proper and just 
that the interest of the victim-to-be be 
protected in case of an accident. But there 
are other cases of less hazardous nature in 
which the absolute liability rule, while not 
openly recognized, finds its application none- 
theless. This is done sometimes by way of 
a makeshift, that is, by shifting the burden 
of proof to the defendant, with the result 
that verdicts are inequitable because. of the 
impossibility of presenting the proper evi- 
dence to the jury. In other cases, the 
interest of the victim is protected by finding 
negligence where there is none. 

Apart from the futility of searching for 
negligence where it cannot be found, in all 
intentional but lawful activities 
likely to cause harm to others justice may 
impose on the actor an obligation in addi- 
tion to the duty of the conduct of the 
reasonable man. Basically, it seems to be 
a question of adjustment of rights: the 
right of a person to pursue lawful activities 
and the right of the victim to peaceful 
possession of property and safe enjoyment 
of life. Moreover, the theory behind the 
law which justifies the allocation to the 
actor of absolute liability no longer seems 
to be based on the grounds of invasion of 
rights or common law other 
words, absolute liability does not seem to 
be created by a tort which was never com- 
mitted, but, rather, it appears to be the 
natural consequence of the social need for 
an adjustment of conflicting rights. 


cases of 


trespass. In 
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Absolute Liability 
as a Social Condition 


The inalienable rights, with which -men 
are endowed impose on every individual 
the duty to respect the rights of all the 
others. It seems clear, therefore, that men 
are charged with certain duties and obliga- 
tions which constitute the inevitable lia- 
bilities of our human nature. The “homo 
sapiens” is, therefore, socially responsible 
even before he becomes an actor. In fact, 
the very dignity of the human nature im- 
poses upon men the duty to contribute to 
society, and by fulfilling the social obliga- 
tions men acquire the right to pursue their 
lawful occupations with freedom. It is 
conceivable that the creation of duties, aris- 
ing out of the original adjustment of rights 
made by the natural law, is the actual 
enhancement of the human urge to act. 
But, whether or not the idea of duty is 
fundamental to ethics, right and duty are 
correlative in the social order and one can- 
not exist without the other. 


In society, self-interest, and the right to 
satisfy the same, and obligations, and the 
duty to fulfill the same, are necessarily 
conflicting, but the natural law makes the 
adjustment both by limiting the individual’s 
rights and by making a distribution of duties. 
In so doing, the moral duty of a certain 
type of conduct is imposed on the indi- 
vidual. However, where the danger to the 
social order arising out of the individual’s 
violation of this duty becomes foreseeable, 
it is enforced by the positive law. In other 
words, the machinery of justice is put in 
motion by economic considerations, and 
even the private rights of the individual 
seem to be protected by the positive law in 
consideration of the damage that the invasion 
of the private rights, caused by the violation 
of the duty, may do to the social order. 


The distinction between tort and crime 
is one of scope. In one case the immediate 
purpose of the law is the individual’s com- 
pensation by the tortfeasor for the damage 
he has suffered. In the other case the law 
is immediately concerned with the punish- 
ment of the wrongdoer and the satisfaction 
of the community. But in either case the 
law is dealing with a breach of duty. Re- 
gardless of the type of violation, it is a 
wrong, either a crime, tort or both, and the 
machinery of justice is put in motion where 
the social advantage becomes apparent. 


On the other hand, the law makes an 
adjustment. of rights by imposing the duty, 
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and the process of continuous adjustments 
brings about the evolution of a social policy, 
which, in turn, becomes the enhancement 
of the law. The entire philosophy of charity 
is based upon an obligation of mutual as- 
sistance, which is morally binding, but 
which becomes positive law in relation to 
the standards of the social policy at a giveti 
time. Charitable institutions of public wel- 
fare and medical assistance and all other 
provisions of social security are in effect 
a burden which is assumed by the com- 
munity and distributed among the _indi- 
viduals by way of compulsory taxation. The 
positive law evidently here makes an ad- 
justment between the rights of the more 
privileged and the rights of the less fortunate 
individuals. This seems to be equally true 
for all other provisions of the law. The 
command which outlaws killing or stealing, 
the imposition of all types of taxes, the 
obligation to pay debts and honor contracts, 
and the same standard of the reasonable 
man, the violation of which is negligence, 
are in effect absolute liabilities both cre- 
ating on the individual the duty of a con- 
duct and imposing on him the obligation 
to fulfill the same. On the other hand, 
where the obligation is not fulfilled, another 
type of liability is imposed on the individual, 
a liability which is not an absolute one, 
because it arises out of a breach of duty, 
not out of the fulfillment of the same. In 
some cases the machinery of justice may 
provide that the offender make satisfaction 
to the public; in others the breach of duty 
is not enough of an offense to require 
punishment and it is taken into considera- 
tion only where the private rights of other 
individuals are invaded; but in all cases the 
breach of duty gives rise to liability in addi- 
tion to absolute liability. 


In other words, absolute liability is ful 
fillment, not breach of duty. The legal 
relation here is a consequence of a social 
policy imposing on the individual the duty 
of a conduct under a certain state of facts, 
which duty is an absolute liability measured 
by the. need for the adjustment of rights 
under the circumstances. The same social 
policy may even impose on the individual 


absolute liability just because he is in the§ 


best position to shift the damage to the 
public. This is done, perhaps, in considera 
tion of the fact that the actor gets a direct 
benefit out of the venture in which he is 
engaged. But in all cases, absolute liability 
is an obligation which the individual is 
bound in law and justice to perform. The 
analogy with the idea of a contract implied 
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in law is evident, except that absolute lia- 
bility seems to be a quasi-contract of social 
character, not one of private naiure. In 
other words, it seems that absolute liability 
originates out of a _ social-quasi-contract, 
which is subject to juridical or statutory 
interpretation. If this analysis is correct, 
we must conclude that in the case of 
absolute liability the rights of the individual 
are not invaded or trespassed. The actor 
must pay as a fulfillment of his duty, not 
because he has committed any tort. Where 
juridical interpretation is needed, the action 
is in assumpsit and not in trespass. 


In the early English law, the owner was 
so identified with his property that he was 
invested with an absolute right of dominion, 
the invasion of which was subject to crim- 
inal action. Trespass of land had primarily 
a criminal character, and the strict protec- 
tion of the private property indirectly was 
aimed to avoid a breach of the king’s peace. 
On the other hand, as a logical consequence 
of the owner’s identification with his prop- 
erty, the primitive law tended to hold the 
owner Strictly responsible for the harm that 
his chattel would cause to others. There is 
here no idea of a relative duty. It seems 
that the actor’s obligation to behave prop- 
erly was due to’all the world,’ and the 
owner of a slave or an animal was charged 
with the absolute duty to avoid damage. 
In other words, the privilege of the owner 
was so great and his control over his chattel 
was so strict and absolute that the owner 
was identified with the same slave or animal 
committing trespass. Very little considera- 
tion, if any at all, was given to the idea 
of duty and fault and, nonetheless, even 
though the idea was not clearly enunciated, 
this type of strict responsibility was created 
by imposing on the actor an absolute duty 
to avoid harm to others. In case of damage, 
the breach of such duty was absolute negli- 
gence per se, which needed to be proved 
only by a relation of causation. 

The idea of absolute negligence may not 
be entirely satisfactory to logic, but it seems 
to me it is the only justifying reason for 
the absolute liability conception of the early 
law. In fact, the only alternative reason 
creating absolute liability would be to ex- 
plain it as a fulfillment of a duty. To say 
that a person who is permitted to own a 
slave, animal or a thing must pay for what- 
ever damage his chattel may cause to 
others, is just the same as to say that the 
owner has either an absolute duty to avoid 


1 Prosser on Torts. 


Liability Without Negligence 


the damage or a right to own his chattel 
under the condition that he pay for the 
damage. In the latter case, there would be 
no breach of duty, but only a fulfillment 
of the same. In other words, either there 
is a breach of duty, or no breach at all. 


On the other hand, while it is feasible 
to think of a strict responsibility arising out 
of absolute negligence in the case of avoid- 
able accidents, I do not see how absolute 
negligence could be possibly conceived where 
the accidents are unavoidable, and this con- 
clusion, in my estimation, is a proof that 
the conception of absolute negligence is al- 
together inconsistent. What justice would 
be done by charging the individual with the 
absolute obligation to avoid accidents which 
he cannot avoid and which are known to 
be unavoidable? The foreseeability of un- 
avoidable accidents raises the question as to 
wheiher the actor may be permitted to 
continue in his dangerous but lawful activi- 
ties. However, if permission to the actor is 
granted, it means that the activities are 
either tolerated by the others, perhaps in 
consideration of a right to reciprocity, or 
desired by the community in consideration 
of an advantage. 


It seems quite clear that the early law 
did not have a conception of social policy 
and, therefore, strict responsibility cannot 
be identified with the modern conception of 
absolute liability. The evolution of the prin- 
ciple that every man acts at his own risk 
has been to find the basis of liability either 
on a social policy or on negligence as a 
matter of some specific relation between the 
actor and the victim without which there 
could be no liability. But even negligence 
arises out of a breach of a standard created 
by a social policy. 


The continental law presents a similar 
situation. The Roman conception of equity 
gave to the pater familias such a high 
control over the life of his dependents, that 
he had the corresponding duty to see that 
they behaved properly. Where a slave or 
another member of the household mis- 
behaved, the pater familias was liable for 
breach of duty. The owner of a thing was 
assumed to maintain at any time a full con- 
trol over the same and, consequently, the 
idea of liability because of ownership was 
established. In other words, liability here 
arises from a breach of duty.” The idea of 
fault (culpa) is clearly formulated. The 
Roman law creates the duty of a high 


2 However, the conception of a relative duty 
is not regarded as essential by the continental 
law. 
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standard of conduct, and the diligent father 
of the family should see to it that his family 
behave by keeping. a vigilant eye on the 


members of his household and over the 
things in his possession. He must exercise 
a persevering effort (diligence) in the ful- 
fillmen* of his duty. The breach of stich 
duty makes the father of the family respon- 
sible for the damage, including vicarious 
liability for the negligent acts of the master’s 
servants and employees, on the ground of 
the master’s poor judgment in hiring (culpa 
in eligendo). But, the allocation of the risk 
to the father of the family is based on the 
assumption that the wrong can be avoided 
by the exercise of due diligence. It is as- 
sumed that in a well-organized and dis- 
ciplined family everything should go in the 
right way. In case of failure, the responsi- 
bility for the wrongdoing is the father’s 
liability for having failed to take the neces- 
sary measures to prevent the wrong. Roman 
equity considers the individual highly re- 
sponsible. Such responsibility arises out of 
a high’standard of conduct imposed on men. 
There is no deliberate allocation of the risk 
on the basis of absolute negligence, and the 
father of the family is not called upon to 
avoid accidents which he cannot avoid. 


This conception of responsibility, impos- 
ing on the individual a high standard of 
conduct, is fundamentally at the basis of 
the modern continental law. The father is 
still responsible for the wrongdoing of his 
children, and so is the master for the negli- 
gence of his servants. 


On the other hand, the hardship of the 
law imposing such a high standard of con- 
duct is tempered by the doctrine of com- 
parative negligence, which always makes a 
reduction of the victim’s damages in pro- 
portion to his fault. Moreover, the Roman 
law excluded from indemnification the moral 
damages, on the grounds that it seemed 
immoral ‘in equity to indemnify a moral 
damage with considerations of material na- 
ture. Although this conception has been 
reversed by the modern civil law, the fact 
that in the ancient law the moral damages 
were not subject to indemnity might have 
been a contributory cause for imposing a 
higher standard of conduct. 


But, in the complex and dangerous civil- 
ization of the modern era it became appar- 
ent that the high standard of conduct of 
the diligent father of the family was insuffi- 
cient to justify the allocation to the individual 
of the damages arising out of dangerous 


but foreseeable activities and, in recent years, 
there has been a definite orientation towards 
the conception of an absolute liability in- 
tended as a superimposition of an absolute 
duty. 


By comparison with the standard of 
conduct of the diligent father of the family, 
the standard of the reasonable man appears 
to be a lesser duty. Moreover, the doctrine 
of contributory negligence in many instances 
deprives the victim of his right to collect 
damages by placing upon him the entire 
burden of the loss for which two are re- 
sponsible. But, the standard of the reason- 
able man was more or less unknown béfore 
the nineteenth century, and, prior to that 
time, the law imposed an absolute standard, 
which, in the case of strict liability, was 
even higher than the one imposed by the 
Roman law. Liability arose either from 
intentional torts or strict responsibility. The 
word “negligence” was merely intended to 
describe a breach of any legal obligations 
caused rather by carelessness than by ‘ten- 
tion, and its effects were evaluated: only 
where other torts were committed. In other 
words, negligence was an element of judg- 
ment, but not an independent souree of 
liability. But with the industrial revolution, 
negligence became a separate basis ot tort 
liability, and it was even thought that*there 
should be no liability without fault.?: 


On the other hand, concurrently with the 
evolution of the conception of neglixence, 
the contributory negligence doctrine was 
formulated. The reason for the application 
of that rule may not be quite clear, »xcept 
that it seems to be an expression »f the 
individualistic point of view of the cémmon 
law, which, where there is a breach of duty, 
makes a person act at his peril for the 
breach. But, as soon as negligence Decame 
a separate basis of liability, the lav? mani- 
fested a tendency to relieve the* victim 
from the burden of the proof. The <octrine 
of the last clear chance, the res ipsa Yoquitur 
doctrine and the other rules in Practice 
shifting by inference or presumption the 
burden of the proof from the platntiff to 
the defendant, have been construed-to be a 
modification of the strict rule of c>ntribu- 
tory negligence. 

_ 

While it seems clear that suck dislike 
for the rule does exist (courts are Ixecoming 
more reluctant to apply the rule as‘ matter 


of law,* and it is not a secret hat jury 
verdicts are rendered on the basis; of com- 





3 Holmes, The Common Law (1881). 
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4 Nixon, Changing Rules of Liability in Auto- 
mobile Accident Litigation (1936). 
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parative negligence) it might be that the 
law is making an adjustment of conceptions, 
containing a protest against both the idea 
that there should be no liability without 
fault and the tendency to conceal absolute 
liability under the name of negligence by 
dealing with it under the negligence rules. 


Toleration is permission by implication. 
In most cases an individual is given per- 
mission to act at his will, provided that 
he behave as a reasonable prudent man. 
Where there is no foreseeability of danger, 
the condition under which permission is 
granted is the standard of conduct of the 
reasonable man. It would be impossible for 
the individual in a complicated civilization 
to act at his peril without limitation of 
risk. Rather, he must be made responsible 
if he does not behave properly. In consid- 
eration of a right to reciprocity, the indi- 
vidual is given permission to act and behave 
according to the standard of the reasonable 
man and, where an accident occurs, if there 
is no negligence there is no liability on 
those grounds. But, where we are aware 
of the danger and where the foreseeability 
of the same is confirmed by the statistical 
results of experience, another and broader 
duty may be superimposed on the actor as 
a condition for permission. To penalize 
the actor for a breach of duty where there 
is none is unjust, but it would be equally 
unjust to limit the application of the abso- 
lute liability rule to some arbitrary ultra- 
hazardous activities. Absolute liability is 
created by a social policy and not by the 
dangerous instrumentality. To decide as to 
whether any duty of conduct in addition to 
the one of the reasonable man been 
superimposed on the actor as a condition 
for permission where harm is foreseeable is, 
therefore, a matter of juridical or statutory 
interpretation. 


has 


All the great principles of law are in a 
continuous process of evolution and the 
standard of the reasonable man has been 
evolved to meet existing conditions. How- 
ever, it is not conceivable to think that 
the social policy may require the creation 
of the standard of the infallible man, the 
breach of which would be absolute negli- 
gence. Modern law has developed the idea 
of absolute liability as a conception inde- 
pendent from fault and, consequently, it 
should not be governed by the negligence 
rules. 


5 Rylands v. Fletcher, 1 Exch. 265, approved 
in Fletcher v. Rylands, L. R. 3 H. L. 3309. 

6 Rainhum Chemical Works, Ltd. v. Velvedere 
First Guano Company, Ltd., 2 A. C, 465 (1921). 
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Hazardous-Activities Doctrine 


It has been said that there is a true rule 
of law whereby “the person who for his own 
purpose, brings on his land and collects and 
keeps there anything likely to do mischief 
if it escapes, must keep it at his peril and 
if he does not do so is prima facie answer- 
able for all the damage which is the natural 
consequence of its escape.”* The liability 
asserted here is not one arising out of fault, 
but one created for the invasion of personal 
and property rights, where, even apart from 
negligence, the use of land by a person in 
exceptional manner causes damage to an- 
other.” Whether or not the invasion is a 
common law seems immaterial. 
There can be no difference between a blast- 
ing which projects rocks in such a way as 
to injure persons or properties, and a blast- 
ing which, by creating a sudden vacuum, 
shatters buildings and knocks down people.’ 


trespass 





There may be no intention to invade—the 
invasion may be without negligence and 
it may arise out of a lawful act carried 


out in a lawful manner—but if a person’s 
legal rights are invaded, the invader “shall 
be subject to liability for harm caused 
thereby, although no such harm is intended 
and the harm cannot be prevented by any 
precautions or care which it is practicable 
to require.” ® 


Although the dominating idea here is the 
one of the invasion or common law trespass, 
it is important to note that the rule finds 
its application on the likelihood of the risk, 
that is, on the foreseeability of the danger. 
In the Exner case® the rule is stated as 
follows: “Dynamite is of the class of ele- 
ments which one who stores or uses in such 
a locality, or under such circumstances as 
to cause likelihood of risk to others, stores 
or uses at his peril. He is- an insurer and 
is absolutely liable if damage results to 
third persons, either from the direct impact 
of rocks thrown out by the explosion or 
by concussion.” It is the dominating idea 
of the common law that a man acts at his 
peril, and absolute liability rest on the prin- 
ciple that one who engages himself in 
activities which are inherently dangerous 
becomes an insurer and is absolutely liable 
if damage results therefrom. This principle 
is not and cannot be limited to the so-called 
“blasting” cases, but it is not clear where 
the boundary line can be found. The Amer- 
ican Law Institute phrases the rule in 


7 Exner v. Sherman Power Construction Com- 
pany, 54 F. (2d) 510, 513 (1931). 

8 A. L. I. Restatement of Torts, p. 16. 

9 See footnote 7. 









Restatement of Torts, introducing the idea of 
the ultrahazardous activities.” The weak- 
ness of the rule is due to the fact that it 
does not define what is intended for com- 
mon usage. Considering the rapid develop- 
ment and expansion of air traffic, it might 
be said that the airplane has become a 
matter of common usage, and yet this usage 
does not seem to prevent the applicability 
of the absolute liability rule. I wonder 
whether the limitation of the rule to the 
ultrahazardous activities, as defined under 
Restatement of Torts, is the true desire of 
the law. If the true rule is that absolute 
liability may be extended to matters of 
more common usage, justice seems to re- 
quire a limitation of liability. 


There is in the law a desire to compensate 
the victim regardless of negligence. The 
desire transpires from the various negligence 
doctrines reversing the burden of proof on 
the actor to prove freedom from fault. 
Under the desire of the law we have found 
ourselves compelled to find fictitious rules 
of negligence which operate to permit a 
recovery that otherwise might be impossible 
for want of proof. But there is in the law, 
likewise, a desire to protect the prudent 
actor engaged in lawful but dangerous ac- 
tivities of useful nature, and such desire is 
expressed by the limitation-of-liability doc- 
trine. To say, for instance, that air transpor- 
tation needs protection and encouragement 
is tantamount to recognize our common 
interest in the venture, but to impose on the 
carrier the burden of proof” or to make 
the craft-owner absolutely liable” is to 
recognize the right of the victim to an 
indemnification regardless of negligence. 


The hazardous nature of the enterprise 
subjects the operator of the plane to a rule 
of absolute liability to one upon the ground 
who was injured or where property was 
damaged as a result of the operation.” 


Referring to the hazardous natyre of the 
airplane, Judge Parker said in disposing of 
the case: * “One who flies an airplane is 
opposing mechanical force to the force of 
gravity and is engaged in an undertaking 
which is fraught with the gravest danger 
to person and property beneath |...” Al- 
though Judge Parker was evidently con- 
cerned only with a South Carolina statute 
imposing strict liability upon the operator 
of airplanes who causes property damages 
by the operation of the same, } quote him 
because the fact struck my mind that the 
automobile and the railroad engine are also 
opposing mechanical force to the force of 
nature with danger others, though, in a 
different degree. Hence, the lesser degree 
of danger may only justify a lesser degree 
of liability, but if the operator of the plane 
is subject to absolute liability there seems 
to be no justifying reason for the exonera- 
tion of the operator of the automobile. The 
point in question has been the object of 
extensive arguments under both the com- 
mon and civil law. In most countries of 
the continent, legislation has been enacted 
to make the owner of the automobile abso- 
lutely liable in one form or another with 
or without the variation of a compulsory 
insurance. However, on the same grounds 
the rule would find justification for its ap- 
plication to other instrumentalities of lesser 
hazardous nature so as to practically cover 
every aspect of the human activities. If the 
idea of the ultrahazardous activities is not 
the boundary line for the rule, there is no 
limit to its application insofar as there is 
harm foreseeable, unless the limitation is a 
consequence of a social policy. The exten- 
sion of the principle of absolute liability 
into many other fields, either by statute or 
by modification of the common law, was 
foreseen.” It is taking place and undoubt- 
edly will continue as new social viewpoints 
impose a demand for broader protection in 





10 Restatement of Torts, paragraph 519: ‘‘Ex- 
cept stated in paragraphs 521-4, one who carries 
on an ultra-hazardous activity is liable to an- 
other, whose person, land or chattel, the actor 
should recognize as likely to be harmed by the 
unpreventable miscarriage of the activities for 
harm resulting thereto from that which makes 
the activities ultra-hazardous, although the ut- 
most care is exercized to prevent the harm.”’ 
Paragraph 520: ‘‘Definition of uitra-hazardous 
activity—An activity is ultra-hazardous if it 
(a) necessarily involves a risk of serious harm 
to the person, land or chattels of others which 
cannot be eliminated by the exercize of the 
utmost care, and (b) is not a matter of com- 
mon usage.”’ 

11 Under the Warsaw Convention of 1929, 
which became effective in this country on Octo- 
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ber 29, 1934, if the carrier is unable to negative 
fault its liability is limited to not more than 
125,000 francs per passenger, 250 francs per 
kilogram for registered baggage and not more 
than 5,000 francs for nonregistered baggage per 
passenger. 

122 Project of a Uniform Aeronautical Liability 
Act, approved by the Conference of Commis 
sioners on Uniform State Laws in 1938. Under 
such project the victim collects an indemnity 
based on a system similar to the workmen's 
compensation acts, merely upon proof that he 
was a paying passenger. 

13 D’Anna v. U. S8., 181 F. (2d) 335. 

14 See footnote 13. 

15 Smith, ‘‘Sequel to Workmen’s Compensation 
Acts,’’ 27 Harvard Law Review 235, 344 (1914). 
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social-minded era.” On the other 
hand, if the rule is applicable to matters 
of more common usage it seems that equity 
would require a limitation of liability.” 


a more 


It seems there is in the law the idea of 
a liability which is the inevitable conse- 
quence of the individual’s activities and which 
is determined by the foreseeability of danger 
and measured by the desirability of the ac- 
tivities (in other words by the interests that 
the actor, victim, community or society have 
in the venture). 

In the early law, however, where strict 
liability was found it was measured by the 
extent of the damage and, therefore, it was 
felt that absolute liability was an unbear- 


able burden in case of activities of great 
utility or clearly sanctioned by general 
acceptance or common use. Modern law 


is developing a policy of imposing on the 
actor the burden of inevitable losses due 
to social desirable conduct on the grounds 
that he is the best able to bear them and 
shift them to society at large; but there is 
a tendency to restrict it within some reason- 
able bounds or within the limits of the risk. 
This limitation has been expressed by say- 
ing that the duty of the actor to insure 
safety extends only to certain consequences.” 


Basic to the problem is an adjustment of 
conflicting rights, that is, a compromise 
between the rights of the victim to safety, 
peaceful enjoyment and possession, and the 
rights both of the actor to pursue a lawful 
occupation which, therefore, is desirable, 
and of a complex and dangerous civilization 
to progress. Civilization is a 
which we all are engaged. 


venture in 


Insurable Activities 
and Class Liability 


I think that harm foreseeable is evidence 
of liability in the case of an accident, and 
it is only a question of interpretation as to 
whom shall bear the loss. 


If the injuries are the direct immediate 
consequence of an act of eminent domain, 
then the remedy may be against the com- 
munity. But if liability is the price that 
the actor must pay to obtain permission, 
this principle makes an insurer of the actor. 

1% Prosser on Torts, p. 466. 

“Harper, ‘‘Liability Without Fault and 
Proximate Cause,’’ 30 Michigan Law Review 
1001 (1932). 

% Prosser on Torts, pp. 426, 429, 430, 457. 
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A contractor performing municipal work is 
not liable, without proof of negligence, for 
damages caused by concussions and vibra- 
tions of blasting operations, if the injuries 
were the direct, immediate and necessary 
or unavoidable consequences of the act of 
eminent domain. The remedy is against the 
municipality.” But if the same contractor 
while engaged in the construction of a rail- 
road grade explodes dynamite causing 
injuries, then, he must be held to be en- 
gaged in the dangerous activities at his 
peril, because it is impossible to predict 
with certainty the extent or severity of the 
consequences.” Finally, the victim may 
agree to bear some of the consequences of 
the dangerous activities. The workman 
subscribing to the compensation act may 
agree to bear part of the loss, assuming 
even the risk of the negligent conduct of 
the actor, in view of the direct interest he 
has in the venture and, furthermore, in 
consideration of a preagreed amount of 
compensation. 


It seems clear, however, that the primary 
scope of the law in all-instances is to make 
a distribution of the risk throughout the 
community by apportioning the loss to the 
several interests involved in the venture. 
Where the loss is allocated to the actor 
because he is in the best position to shift 
the same to the public, the purpose of the 
law is clearly indicated. Liability here, 
therefore, is the price which must be paid 
for permission to act. The actor by paying 
the price makes a distribution of the risk 
throughout the community by charging the 
cost to the final product or by increasing 
his fees accordingly. 


Absolute liability with respect to the actor 
is, therefore, the price which he agrees to 
pay. It seems feasible to imagine that 
where the interest of the actor is prevailing, 
he may be willing to assume practically 
unlimited liability in return for permission. 
Conversely, the stronger the interest the 
victim has in the venture the lower will be 
the limit of liability required of the actor. 
Where the victim has no relation to the 
venture other than that of the injury, as 
in most of the so-called blasting cases, the 
community or the actor shall bear the loss. 
But where the victim has a direct interest 
into the venture, as in the case of a pas- 
senger of a commercial plane, the law seems 
to reduce the extent of the actor’s liability.” 


1 Postal Telegraph Company v. 
State Construction Company, 63 Pa. 
Hirsh v. McGovern, Inc., 100 Pa. 1. 

20 Bedell v. Goulter, 261 Pac. (2d) 842. 

21 Warsaw Conference; see footnote 11. 
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It is clear, however, that the limits of 
liability imposed by the adjustment of rights 
and reflecting the standard of justice reached 
at a given time, are the result of a process 
of evolution and are subject to juridical or 


statutory interpretation. In other words, 
where the harm is foreseeable the actor is 
acting either unlawfully, because no adjust- 
ment of rights was made, or lawfully. In 
the latter case the actor must have received 
permission to engage himself in the hazard- 
ous activities likely to cause harm to others, 
and such permission may be granted under 
the condition that he pay for certain dam- 
ages caused by accident and arising out of 
the hazard in which he is engaged. There- 
fore, the adjustment of rights here creates 
on the actor the duty to pay a price, which 
duty is the full extent of the conduct im- 
posed on him in addition to the duty of the 
general conduct of the reasonable man. The 
actor, therefore, becomes an insurer of the 
victim’s loss, not of the victim’s safety which 
cannot be guaranteed, in relation to the 
extent of the absolute liability imposed 
upon him by the adjustment of rights. 


On the other hand, no human activity is 
entirely free from danger, and no accident 
is, consequently, entirely avoidable. But the 
mere possibility of an accident is not an 
indication of an impending danger against 
which community or society must seek pro- 
tection. To hold that a person acts at his 
peril in every case would be an impossible 
burden for civilization. Where the prob- 
ability of the danger cannot be ascertained 
or where the risk is a small one, the con- 
flicting rights and interests of the everyday 
life are adjusted on a basis of reciprocity, 
that is, the individual is left free to act 
at his will provided that he behaves prop- 
erly (standard of conduct of the reasonable 
man). But with the industrialization and, 
furthermore, with the development of the 
railroad, automobile and airplane, the ratio 
of danger and the corresponding risk in- 
creased immensely. We are living in a 
really dangerous civilization. We all have 
a common interest in the same. Further- 
more, it is increasingly clear to us that the 
individual’s interest is strictly dependent 
upon the interests of all the others. This 
social interpretation of life makes of civil- 
ization our own venture. We analyze and 
classify the activities of the community or 
society in the various fields so as to be 





2 Cheli v. Cudahi Brothers Company, 267 
Mich, 690, 255 N. W. 414 (1934). See Melik, The 
Sale of Food and Drink, p. 284 (1936). 
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Many intoxicating liquors acts or pure 
food acts make the manufacturer 


liable even in absence of negligence. 


able to obtain the best results out of the 
common efforts. We also make statistics 
of accidents and of hazards, which are 
properly grouped and classified according 
to the nature of the risk. This is done in 
order to insure the best protection to the 
individual. Awareness of the danger creates 
on the community the duty to envisage the 
necessary measures of protection and, in so 
doing, the risk is distributed among the 
individuals involved in the common venture. 
It would not be possible, in my estimation, 
to deny absolute liability or to limit the 
same to some arbitrary cases of ultra- 
hazardous activities.° I think that where the 
foreseeability of harm is such as to require 
some measures of protection on the part of 
the community, then, there is an indication 
that the adjustment of rights on the sole 
basis of reciprocity is no longer sufficient 
to take care of the situation. Where harm 
foreseeable indicates the probability of an 
accident, not the mere possibility, the 
victim-to-be must be insured for that part 
of the inevitable risk which he has not 
assumed, and it is only a question of finding 
who shall bear the loss. Finally, I think 
that where the danger is indicated by the 
unquestionable results of experience, it is 
not possible to disclaim knowledge of the 
impending harm. Until statistics show that 
certain accidents are unavoidable in indus- 
trial plants, that blasting operations cannot 
be fully controlled or that the airplane, by 
opposing mechanical force to the force of 
gravity, is endangering the safety of the 
persons and properties beneath, there will 
always be a question of absolute liability 
arising out of the foreseeability of harm. 
But the same question does arise in any 
other situation where there is a foresee 
ability of harm. In some jurisdictions the 
principle of absolute liability has already 
found application to a variety of fields. 
Many intoxicating liquors acts or pure food 
acts make the manufacturer or the seller 
responsible even in absence of negligence” 
The Uniform Aeronautic Act would make 
the airplanes’? owners liable without fault 
for damages to persons and properties.” 








23 Project of a Uniform Aeronautical Liability 
Act. See Uniform Laws, Ann. 17. 
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The Federal Safety Appliance Act under 
certain conditions creates liability without 
negligence on railroads.* Public utilities 
have been found absolutely liable for dam- 
ages caused by storage of water,” gas,” 
electricity * and inflammable liquids.” The rule 
has been applied to drilling oil wells * and 
to other diversified situations such as driv- 
ing heavy vehicles on highways™ or operat- 
ing a coke which gives off fumes.” As 
for the automobile, the principle of absolute 
liability finds its application in some European 
countries. 


However, the rule as formulated by the 
doctrine of Rylands v. Fletcher™ still is 
rejected by several jurisdictions and, where 
accepted, it does not receive uniform inter- 
pretation. In my estimation this is due 
primarily to the fact that under the rule, 
absolute liability is intended as a breach 
instead of a fulfillment of duty. If it is a 
breach of duty, it could be properly assumed 
that the law of negligence with the aid of 
the res ipsa loquitur doctrine should be 
adequate to take care of the situation aris- 
ing out of unavoidable accidents. If abso- 
lute liability does arise out of the invasion 
of a person’s private rights, the invasion 
may be construed as a nuisance and, here 
again, it may be dealt with under the law 
of negligence. Finally, if absolute liability 
is a breach of duty, the tortfeasor must 
pay for the entire damage. Consequently, 
he would be subject to practically unlimited 
liability, which in many a case would be an 
intolerable burden to an expanding civiliza- 
tion. It seems, however, that absolute lia- 
bility, where it is rejected as a doctrine 
or not properly understood or even detected 
at all, is given recognition nonetheless under 
the name of nuisance or by requiring the 
defendant to explain the accident or pay, or 
by finding negligence where there is none. 
On the other hand, in the event absolute 
liability is, as I think, a fulfillment and not 
a breach of duty, the actor’s liability will 
be measured by the interest he has in the 
venture under the implied agreement through 
which the adjustment of rights is made. 
If so, absolute liability may be, of course, 
extended to an increasing number of new 
fields; but because of its limitation, it would 





e 
Where there is compulsory insur- 
ance it indicates a lack of under- 
standing on the part of those who 
should provide insurance for the 
lawful but dangerous activities. 


not become an unreasonable and intolerable 
burden. 


Through the classification of the hazard- 
ous activities and the statistical results of 
experience, the community is able to make 
an accurate analysis of the risks of civil- 
ization and, by such a process, a sort of 
class liability is created. We say, for in- 
stance, that absolute liability should attach 
to blasting operations or to aircraft. The 
liability here, being based on harm fore- 
seeable, can be ascertained only through the 
experience of the activities. On the basis 
of the knowledge of the risk arising from 
blasting operations, we say that any person 
who is engaged in such lawful but danger- 
ous activities is liable for the damage. That 
is equally true, under certain circumstances, 
for the operator of the airplane or for any 
other class of activities in which absolute 
liability is recognized. In fact, absolute lia- 
bility does not arise out of the actor’s 
behavior. The actor may be unusually care- 
ful or he may even be negligent and yet 
there could be absolute liability which, in 
the latter case, will be overlapping liability 
from negligence. In other words, the actor 
is liable for the damage regardless of negli- 
gence. He becomes liable by engaging him- 
self in the lawful but dangerous activities. 


This conception of a class liability may 
be the expression of the desire of the law 
to make a distribution of the risk. The 
individual subject to class liability becomes 
an insurer of the loss, and the premium 
covering the insurance, which must be paid 
by everyone including the self-insurer, is 
the means through which the distribution 
is made. Perhaps, on account of this con- 
ception, there is a tendency to require some 
kinds of guaranties in the form of bonds 
or insurance certificates where the danger 





2° Healy v. Citizens Gas and Electric Company, 
199 Iowa 82, 201 N. W. 118 (1924). 

2% Northwestern Utilities v. London Guarantee 
and Accident Company, 1936 A. C. 108, 105 
to, F.C. 38: 

7 Midwood Company v. Mayor.of Manchester, 
2K, B. 597, 74 L. J. K. B. 884 (1905). 
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28 Berger v. Minneapolis Gaslight Company, 
60 Minn. 292, 62 N. W. 336 (1895). 

22 Green v. General Petroleum Corporation, 
205 Cal. 328, 270 Pac. 952 (1928). 

2% Gas Light & Coke Company v. St. 
Abbots, 15 Q. B. D. 1 (1885). 

31 West v. Bristol Tramways Company, 2 K. B. 
14, 77 L. J. K. B. 684 (1908). 
32 See footnote 5. 


Mary 


535 


Moreover, this may ex- 


is a serious one. 
plain why it is felt by many writers that 
absolute liability can be recognized only 


by statutory interpretation. The natural 
process of evolution would be, of course, 
by spontaneous adjustment or by juridical 
interpretation. But, inasmuch as absolute 
liability is a class liability, the statute may 
be even desirable. In fact, with one single 
act of interpretation the conflicting rights 
of the entire class of activities are adjusted 
and composed at once. The juridical inter- 
pretation of the various conflicting interests 
and the uniform composition of the same 
is always a safe but slow process of evolu- 
tion. The compulsion of the insurance, 
however, may be avoided by tendering the 
guaranties required by the class liability. 
Where the state makes the insurance com- 
pulsory, there is an indication of lack of 
understanding on the part of those who 
should provide the insurance for the lawful 
but dangerous activities. In other words, 
the intervention of the state is only a 
remedy. Where the public dissatisfaction is 
manifest and where courts are reluctant 
to face the problem by modifying the com- 
mon law rules, the change must be made 
by statutory legislation. The inadequacy 
with which the courts were dealing with 
the problem of the employer’s liability, at 
least in this country, was the underlying 
reason for the various workmen’s compen- 
sation acts. The problem was an urgent 
one. In addition to the fact that the major- 
ity of the industrial accidents remained 
uncompensated, the public dissatisfaction 
for the inhuman conditions of labor caused 
the state to enact a revolution of concep- 
tions by placing absolute liability upon the 
employer and by requiring a compulsory 
insurance. In so doing, the burden of the 
foreseeable loss was lifted from the shoul- 
ders of the workman and \placed on the 
employer. Furthermore, by way of com- 
pulsory insurance the burden was distributed 
over the entire industry (class). 


Insurance companies, who have an un- 
questionable social function to perform, are 
policymakers. They promote the proper 
understanding of the insurance principles 
by offering the facilities for the distribution 
of the risk. They promote the evolution of 
the law by the way they write coverages 
and handle their losses. They share with 
the public the interest for a clear interpre- 
tation of the principles of law and for the 
proper evaluation of every risk. I think that 
the problem of the present public dissatis- 
faction in connection with accident claims, 
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Although the medical payment is in- 
adequate in the majority of cases, 
in many instances such admission 
of liability has avoided nuisance 
claims based on negligence grounds, 


particularly in the automobile field, is a 
challenge for the insurance industry. If 
the challenger is not met, an ever-increasing 
state intervention on matters of insurance 
may be expected. If absolute liability can- 
not be bound within the arbitrary limitation 
of the untrahazardous-activities conception, 
it must be recognized promptly. To com- 
promise the problem by dealing with abso- 
lute liability under the negligence rules may 
only confuse the guiding principles of the 
negligence law. 


Perhaps the insurance industry may help 
to solve the problem by placing in the 
insurance contract an interpretation and 
definition of the extent of absolute liability 
which may be spontaneously recognized 
without necessity of juridical interpretation. 
A tendency to make an admission of that 
sort in the insurance contract is found in 
liability policies which include a provision 
for the medical payment coverage. Althougl 
the medical payment is entirely inadequate 
in the majority of cases, in many instances 
such spontaneous admission of liability has 
avoided nuisance claims which otherwise 
would have been lodged on negligence grounds. 
Perhaps a step toward the solution of the 
problem could be made by writing some 
classes of hazards under a policy containing 
an additional provision for an elective com- 
pensation payment (similar to the medical 
payment coverage granted under the com- 
prehensive liability policies, but on a take 
it-or-leave-it basis) for a limited coverage 
on a compensation basis regardless of fault. 
The amount of compensation should neces- 
sarily vary from one class of hazard to 
another. More than supplementing the basic 
coverage, it should have an_ interpretive 
function. It may eventually fscilitate jurid:cal 
interpretation. 

The tendency to protect the interest of 
the victim on a sole compensative basis 
shows complete disregard for negligence, 
where negligence, if there is any, is even 
a greater source of liability. Inversely, the 

(Continued on page 554) 
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Taxation and Tax Reserves 


In the fall of 1952, Hon. Alfred J. Bohlinger, Superintendent of the New York State 
Insurance Department, inaugurated a three-year course of in-service training for 


junior and assistant insurance examiners. 


The weekly lectures are designed to 


provide a comprehensive picture of current theory and practice in the insurance 


business as well as government supervision of such activities. 


The program is 


under the supervision of Deputy Superintendent Adelbert G. Straub, Jr. 


The training course is copyrighted by the State of New York Insurance Department. 
In the May, 1954 Journal, we presented Lecture No. 17—Charles F. Horan’s 
“Claim Reserves: Burglary and Theft, Boiler and Machinery, and Glass.” We now 
have the privilege of reprinting here, by special permission, Lecture No. 23: “Taxa- 


tion and Tax Reserves,” by Robert F. Freeman. 


Mr. Freeman is senior insurance 


examiner, Casualty Section, Property Bureau, New York State Insurance Depart- 
ment. Volumes 3 and 4 of the Department’s publication Examination of Insurance 
Companies are expected to make their appearance no later than August 1, 1954. 


NSURANCE COMPANIES today are 

subject to a multitude of taxes by fed- 
eral, state and municipal governments and 
the industry is faced with the burden of 
compiling the many tax forms and affidavits 
required in connection therewith, The insur- 
ance examiner with long service has watched 
the gradual growth of taxes on insurance com- 
panies from a rather modest beginning to the 
present complex system of taxation covering a 
wide variety of levies for such diverse pur- 
poses as franchises, schools, social security, 
unemployment and disability benefits, plus as- 
sessments for various funds or for the 
expenses of the boards, bureaus, commis- 
sions or departments of the various states. 
The examiner is faced with the problem of 
immediately familiarizing himself with scores 
of taxes that have been enacted over several 
decades. 

This report will not attempt to catalog 
each and every tax or assessment en- 
countered in the examination of insurance 
companies, but will cover the more import- 
ant items comprising an insurer’s tax cost. 
While particular stress will be laid on taxes 
by the federal government and by New 
York State and its political subdivisions, it 
is the duty of the examiner to be familiar 
with tax exposure in all states. We shall 


consider not only those items which are 
generally recognized as taxes but, in addi- 
tion, we shall review certain other charges 
borne by insurers, such as security fund 
levies and special assessments for mainte- 
nance of state boards or bureaus, etc., 
which, under the uniform accounting regu- 
lations of New York State, are treated as 
taxes for reserve purposes. However, such 
treatment is not to be construed that either 
the New York Insurance Department or 
the author regards the last mentioned items 
as taxes. 


Origin of Insurance Taxation 


Shortly after the first steps in insurance 
regulation were taken by the states around 
1810, a few states enacted tax statutes ap- 
plicable to insurance companies. These laws 
prevailed for well over 100 years before 
the Congress of the United States, as a 
result of the South-Eastern Underwriters 
Association decision,’ enacted legislation 
granting specific approval of such taxation 
by the states. 

In the beginning, state taxation of insur- 


ance invariably included a levy on premium 
income and nominal fees for license and 





1U. S. v. South-Eastern Underwriters Associ- 
ation, 5 Fire and Casualty Cases 194, 322 U. S. 


Tax Reserves 


533: 4 Fire and Casualty Cases 828, 64 S. Ct. 
1162 (1944). 
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franchise privileges, but in time it was ex- 
tended to include assessments for expenses 
of supervision or for the various funds main- 
tained by the states for purposes related to 
the business of insurance. Originally there 
was a lack of uniformity in the method of 
reporting premiums for the purpose of state 
taxation, but gradually state laws were 
amended until today there is a greater de- 
gree of uniformity in this respect. Such 
uniformity does not exist, however, with 
respect to allowable deductions for premium 
tax purposes. 


In the mid-1800’s, the federal government 
entered the picture with the first corporate 
income tax. By 1935 the first “security” 
fund, covering workmen’s compensation, 
was created by New York State. In 1940 
additional security funds were created for 
the automobile liability business in New 
York State. 


Federal Income Tax 


The first federal income tax was proposed 
in 1812, but it failed of adoption. However, 
in 1861 such a tax was enacted and some 
$375 million was collected before the law 
was repealed in 1872. In 1894, another cor- 
porate income tax was passed by Congress, 
but in the following year it was declared 
unconstitutional as a direct tax that was not 
in conformity with the apportionment re- 
quirement of the Constitution. There were 
other attempts at federal taxation of income 
but it was not until 1913 that such taxation 
was on firm grounds as a result of the 
enactment of the Sixteenth Amendment to 
the Constitution, which reads as follows: 
“The Congress shall have power to lay and 
collect on income, from whatever 
source derived, without apportionment among 
the several States, and without regard to 
any census or enumeration.” Congress lost 
no time in passing, in the same year, the 
first constitutional federal income tax. 


taxes 


Application to various insurers.—(1) Life 


insurers—Until 1921 life insurance com- 
panies were subject to tax at regular 
corporate rates with certain deductions 


peculiar to the business, such as dividends 
to policyholders and increases in statutory 
reserve funds. In 1921, a special tax law 
was passed by Congress applicable to both 
stock and mutual life insurance companies. 
A tax was imposed on only the excess of 


2 United States Life Insurance Company In- 
come Tax Return for Calendar Year 1953, Form 
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ef such 


interest earnings over the amount 
interest required to maintain reserves. Over 
the decades of the 1920’s and 1930’s, the tax 
yield gradually declined and, in 1942, a new 
formula was adopted by the federal sovern- 
ment, which was, in effect, a tax \t cor- 
porate rates on only a percentage, of net 
investment income. The percentage .subject 
to tax was calculated as the perceittage of 
excess interest to the total net invgstment 
income of all companies combined or the 
preceding calendar year. However, <ccident 
and health business was subject to t#x with- 
out deduction for interest or reserv¥s. 
. ‘N 

Federal revenue from insuranced compa- 
nies continued to decline to a poix: where, 
in 1947, the formula produced no tx on life 
insurance for any company. In 190, Con- 
amended the income tax fgovisions 
again and secured greatly increawd taxes 
from life insurance companies. TIN amend- 
ment was intended to be of a nporary 
nature pending studies by both tay United 
States Treasury and the insuranc@ndustry, 
but the amended tax provisions @vere still 
in effect in 1953. On this basis,@axes 
at the rate of 334 per cent 
$200,000 of adjusted normal tax q' income 
and 6% per cent all such ings me over 
that amount. « 


’ 


@ 


2. 


gress 





are 
Owrthe first 


of 


The 1953 tax form for comparMes issuing 
contacts, com- 


life insurance and annuity 
bined life, health and acciden@ insurance 


‘tracts of 
rather in- 





contracts, or noncancelable c 
health and accident insurance, 
volved and contains 65 items ™f required 


9 


The form defines net incomcgas interest, 


information. 


dividends and rents, less aeagen for in- 


vestment expenses, taxes, reaa? estate ex- 
penses, depreciation and tax-exc@apt interest. 
In the computation of the tax@ net income 
is adjusted by certain interest qnd dividend 
credits to produce a “normaM@tax net in- 
come.” Normal tax net inc&me is then 
increased according to a forma for certain 
nonlife insurance reserves anis decreased 
by a reserve interest credit t«§ produce the 
adjusted normal tax net inc@ne. The re- 
interest by the 
Treasury as follows: “The r(Kerve interest 
credit is allowed in instances‘in which the 
relationship between adjuste@ net 


and required ‘interest is suclg that 


serve credit is desc¥ibed 


income 


the ad- 


ee 


justed net income is less thass 105 per cent | 


of the required interest.” * 4 


i 


1120 L, Instruction 19, United Neceen Treasury 


Department, Internal Revenue "Service. 
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a 


“Required-interest” is the sum of: 


(a) The rate of interest assumed in com- 
puting.life insurance reserves multiplied by 
the mean of the adjusted reserves at the 
beginning and end of the year. 

(b) Two per cent of reserves for deferred 
dividends. 

(c) Interest paid. 

The tax form contains schedules for com- 
putation of required investment 
expenses, interest credit and cal- 
culation of excess profits tax. 


interest, 
reserve 


One other item should be mentioned and 
that is investment expenses. The limitation 
on such expenses tax purposes is 
fourth of 1 the mean invested 
assets calculated by formula with provision 
for additional expense deductions where the 
net plus 


for one 


per cent of 


income tax-free interest exceeds 


334 per cent of such mean invested assets. 


A very interesting point arises with re- 
spect to federal taxation of insurance com- 
panies under different 
formulas although writing the same lines of 
business. At what point may a life insurance 
company be taxed as a nonlife company? 
This matter is important because of the dis- 


which are taxed 


tinct advantages of filing under the life 
insurance provisions. In determining whether 
an insurance company is a life insurance 


company, the life insurance reserves plus 
any unearned premiums and unpaid losses 
on accident 
policies, not included in “life insurance re- 
serves” must comprise more than 50 per 
its total 


noncancelable life, health and 


cent of reserves. 


It is necessary, also, to bear in mind that 
a life insurance company’s capital gains are 
excluded from tax7’‘on. 

This intended for the purpose 
of familiarizing the insurance examiner with 
taxation of income of life insurers 
the detail 
the computation of any particular item com- 
prising the tax return. 


report is 


rather 


than of covering necessary for 


(2) Fire and casualty insurers—Fire and 
casualty companies also were taxed origi- 
nally like any other corporation, but from 
time to the amended to 
provide for certain peculiarities of the in- 
surance business. 


time laws were 


Unlike life companies, fire and casualty 
insurers are taxed under different formulas 
according to their corporate nature. Mutual 
organizations are taxed at regular corporate 
rates on net investment income and at capi- 


Tax Reserves 





tal gains rates on realized capital gaii.s or 
a rate of 1 per cent of gross income from 
the sum of (a) net premiums less dividends 
to policyholders and (b) interest, dividends 
and rents, the tax payable being the greater 
amount determined by the two calculations. 


Stock companies file on the regular cor- 
poration return and pay corporate rates on 
underwriting and investment income and 
pay capital gains rates on realized capital 
gains. There was some question in past 
years as to whether the formula reserve or 
Schedule P lines (auto lia- 
bility, liability other than auto and work- 
men’s compensation) should prevail for tax 
purposes. the underwriting and in- 
vestment exhibit of the annual statement 
was changed a few years ago to exclude 
formula over case reserves, the 
underwriting gain or loss today represents 
a calculation based on case estimates. 


Stock fire casualty companies are 
taxed under 204 of the Internal 
Revenue Code which provides that the un- 
derwriting and investment exhibit of the 
annual statement approved by the Natioral 
Association of Insurance 


case basis on 


Since 


excess of 


and 
Section 


Commissioners 
shall be the basis for computing gross in- 
come for tax purposes. Gross income con- 
f income, underwriting 
the 
of property, and other items constituting 


sists of investment 


income, gain from sale or disposition 
Net income is de- 
termined by deducting from the gross in- 


gross income as defined. 


come certain credits which are specifically 
defined and limited and ‘include: 

(1) All ordinary and necessary expenses. 

(2) Tax-exempt interest. 

(3) Taxes. 

(4) 

(5) Capital losses to the extent normally 
provided plus losses from capital assets dis- 
posed of in order to obtain funds to meet 


abnormal insurance losses and to provide 
payment of dividends to policyholders. 


Losses incurred. 


(6) Agents’ balances charged off. 
(7) Depreciation of property. 

(8) Charitable contributions. 

(9) Dividends to policyholders. 


It is interesting to note that the federal 


government has modified its tax laws re- 
specting capital gains and losses covering 
losses sustained by an insurer through 
forced sale or disposal of assets to meet 
the contingencies of the business. Without 
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special consideration, an insurance company 
would be limited to regular corporate rules 
for capital losses and gains. Abnormal losses 
or the payment of dividends to policyholders 
might require the disposal of assets at a 
loss, but the federal tax Code provides for 
the special deduction of such loss to the 
extent that the gross receipts from the sale 
or exchange are not greater than the excess, 
if any, for the taxable year of the sum of 
dividends to policyholders and losses and 
expenses paid over the total of interest, 
dividends, rents and premiums received. 


For example, let us suppose that, because 
of abnormal losses, a company was forced 
to dispose of assets at $75,000, which cost 
$100,000, thus resulting in a loss of $25,000. 
Assume the following figures represent the 
operating results in that year: 


Premiums received $500,000 


Interest, etc., received 50,000 


$550,000 





Total 
Losses and expenses paid $515,000 
Dividends to policyholders 50,000 
Total $565,000 
Excess $ 15,000 





Since the excess of $15,000 represents one 
fifth of the amount realized ($75,000) in the 
disposal of the assets, the deduction for 
abnormal loss on sale of capital assets is 
limited to one fifth of the actual loss sus- 
tained, or $5,000. i, 

This special rule on capital losses applies 
to mutual as well as to stock insurers in 
the fire and casualty field. 


No attempt will be made to cover com- 
pletely the various regulations concerning 
capital loss carry-over, but this illustration 
of rules peculiar to insurance companies will 
indicate that the establishment of reserves 
for income taxes requires that the examiner 
learn the applicable provisions of the law 
as well as the regulations pertaining thereto. 

(3) Reciprocal insurers.—Reciprocal insur- 
ers have written only 2 per cent of the 
total fire and casualty business between 
1942 and 1953. They are taxed at regular 
corporate rates only on net investment in- 
come and at capital gains rates on realized 
capital gains. 





(4) Title insurers——Title insurance corpo- 
rations are taxed at regular corporate rates 
on underwriting and investment income and 
at capital gains rates on realized capital gains. 


Under these various methods of income 
taxation, it is obvious that an insurance 
company might pay less tax as a mutual 
or reciprocal organization than as a stock 
company. One study,® which covered a 
period of 11 years from 1942 to 1952, inclu- 
sive, showed that while stock fire and casu- 
alty companies wrote 78.7 per cent of the 
net premiums, they paid 88.5 per cent of 
the total taxes of the group. Mutual insur- 
ers, writing 19 per cent of the business, paid 
only 11.3 per cent of the tax, while recipro- 
cals, which wrote 2.3 per cent of the premi- 
ums, paid 0.2 per cent of the total tax. 

While the percentages given might indi- 
cate that stock carriers pay a dispropor- 
tionate share of the total tax, this conclusion 
would not be valid in years when there are 
losses from underwriting. In such 
stock companies ignore underwriting results 
and pay taxes on investment income and 
capital gains, while mutual companies must 
still pay 1 per cent of premiums if it is 
greater than the tax on investment income 
and capital gains. 


years, 


Perhaps a better illustration from the 
same study of the variation in tax cost is 
that federal income taxes represented 2.3 
per cent of premium income for stock in- 
surers, 1.2 per cent for mutuals and 0.2 
per cent for reciprocal insurers. Fire and 
casualty companies have not been able to 
convince the federal authorities that the 
same tax rule should apply to all insurers in 
this class regardless of their corporate nature. 


Verification of income tax liability.—Since 
it is impractical to review tie tax prob- 
lems of ail types of insurers, let us consider 
the tax reserve of a casualty company and 
a life insurance company. 

(1) A stock casualty company is taxed 
under Section 204 of the Internal Revenue 
Code, while a mutual company is governed 
by Section 207(a)(1) and (3) or 207(a)(2), 
whichever yields the higher tax. If a mutual 
company has income of than 
$125,000 from interest, dividends, rents and 
premiums, Section 207(a)(4) should be re- 
viewed for the limitation applicable to such 
a company. The regulations pertaining to 
tax returns describe the manner in which 
a company’s financial operations 
ported on the tax return. The underwriting 


gross less 


are ft? 





3A Study of Federal Income Taxes of Stock, 
Mutual, and Reciprocal Fire and Casualty In- 
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surance Companies, Allstate Insurance Company 
(Chicago, Illinois, September, 1953). 


IL J— August, 1954 










i 


ee 


) 
| 
| 










Tr po- 
‘ates 
and 
‘ains, 
ome 
ance 
itual 
tock 
doa 
iclu- 
‘asu- 
the 
it OF 
1sur- 
paid 
ipro- 
emi- 


indi- 
ypor- 
ision 
> are 
ears, 
sults 
and 
must 
it is 
‘ome 


the 
st is 
| 23 
kK in- 
1 0.2 
and 
le to 
the 
rs in 
ture. 


Since 
prob- 
sider 

and 


axed 
‘enue 
rned 
(Ze 
utual 
than 
; and 
e re- 
such 
ig to 
vhich 

Te 
“iting 





anpany 


1954 





| 


and investment exhibit of the annual state- 
ment shows net income before federal taxes, 
which is after deductions for realized capital 
gains, investment expenses and agents’ bal- 
ances charged off. Depreciation of property, 
such as automobiles and office equipment, 
has been included with the expense items 
used in arriving at net income. The premi- 
ums, losses and loss expenses used in the 
previously mentioned exhibit are, of course, 
net of reinsurance whether or not author- 
ized. Net income must be reduced by the 
amount of dividends to policyholders during 
the taxable year. 

(2) Files of correspondence with the In- 
ternal Revenue Service should be reviewed 
for the period covered by the examination 
to detect any questions or problems that 
may have developed from prior tax filings. 

(3) Each tax return covering the exami- 
nation period should be inspected and the 
latest unaudited returns should be checked 
in detail. Each calculation and each item 
of income or credit should be inspected for 
propriety and reconciled with the company’s 
records and books of account. 


(4) Investment expense credits are lim- 
ited by law and should receive a careful 
review. The total amount chargeable should 
not exceed one fourth of 1 per cent of the 
mean invested asset plus one fourth of any 
excess in cases where net income computed 
without deduction for tax-free interest and 
investment expenses exceeds 334 per cent of 
the book value of such mean invested assets. 


(5) Examinations made as of any date ex- 
cept December 31 require a special calcula- 
tion of tax liability based on the previous 
year’s formula with adjustments for amend- 
ments to the law. One of the tax services 
will serve as a guide in this respect. 

(6) Unpaid installments of taxes should 


be verified through an inspection of the 


cashbook for past payments. 


Although not pertinent to a mutual casu- 
alty company, an important point applicable 
to stock fire and casualty companies should 
be mentioned. When the examination shows 
that reported loss reserves are materially 
excessive, or if income is understated for 
any other reason, the examiner should at- 
tempt to provide a reserve for any additional 


tax liability that might result therefrom. 
The examiner must also be alert to the 
possible effect of loss reserve reductions 


on the company’s liability for income taxes, 


including the excess profits impost in a 


Tax Reserves 


particular calendar year. Deductions for 
pension plans require approval of the plan 
by the income tax officials. 


United States branches of alien insurers 
are allowed a credit for a portion of certain 
operating expenses of the home office abroad, 
although often home office supervision of 
the branch may be negligible. 


Many interesting tax problems will con- 
front the examiner, including the consolida- 
tion of income for fleets of companies and 
similar situations. Here is a case in which 
the company wanted to pay a tax-free retro- 
active salary adjustment to its officers. 
Without consulting counsel, the board of 
directors voted the bonus and directed the 
company to reimburse the officers the fol- 
lowing year for any taxes incurred as a 
result of the payment. The insurance exam- 
iner knew that such a reimbursement would 
in itself constitute taxable income to the 
recipient and that each year thereafter the 
company would become liable for similar 
payments on a diminishing scale. The Inter- 
nal Revenue Service confirmed the examin- 
er’s opinion that in some instances an initial 
bonus of $10,000 could cost the company 
$25,000 or more under the wording of the 
directors’ resolution. The management, realiz- 
ing its position, reworded the bonus resolu- 
tion and the problem was solved, but not 
before considerable unnecessary had 
been incurred. 


loss 


The calculation of federal income tax for 
life insurance companies involves a proce- 
dure similar to that required for other types 
of insurers, modified to conform with special 
tax provisions applicable to life companies. 

The examiner selects all unaudited tax 
returns and traces each item reported there- 
in to the company’s annual statement where 
possible, or to the worksheets used in pre-- 
paring the return. 

Data for reserve and policy credits, such 
as the assumed rate of interest, method of 
calculation, and the computation of mean 
reserves may be verified by comparison with 
the annual certification of valuation issued 
by the New York Insurance Department. 

The formulas for calculation of mean in- 
vested assets and for reserve interest credit 
should be verified in detail by comparing 
each item with the annual statement or with 
the items previously verified for reserve and 
policy credits. 

The Internal Revenue 
and audits each year’s tax return. 
aminer usually does not check such audited 


541 


Service examines 
The ex- 








returns in as much detail as he would any 
unaudited returns. It is important, however, 
to determine whether the company has fol- 


lowed the same procedure for the most 
recent year as for years already audited. 


State Income Taxes 


income in 
Determination 
pur- 
federal 


A few states levy a tax on 
lieu of a tax on premiums. 
of such tax liability for 
follows the method 
income taxes. 


examination 


poses used for 


State Premium and Similar Taxes 


levied 
by the states are calculated in several dif- 
ferent ways, but are usually related to the 
amount of business transacted within the state. 

The 


preme 


Taxes on the insurance industry 


decision of the United States Su- 
Court in the South-Eastern Under- 
writers case * in 1944 raised doubts as to the 
constitutionality of premium and other taxa- 
tion of the 
levies could be construed as subject to 


such 
the 
Constitution’s limitations on a state’s right 
to tax interstate commerce. In 1945 Con- 
gress passed Public Law 15, which declared 


insurers by states, since 


state taxation of insurance to be in the public 
interest. In the following year, the United 
States Supreme Court upheld the premium 
tax levied by South Carolina,’ thus putting 
state taxation ‘on firm grounds. 


Most of this will be confined to 
taxes imposed by New York State and only 
generally to those of other states. In addi- 
tion to income taxes, the variations in other 


report 


states include sundry credits if a company 
maintains a stated percentage of its invest- 
ments in bonds of those states and provides 
credits against premium taxes for other taxes 
and the 
state, etc. 


examination fees already paid in 


Reinsurance ceded is now generally ignored 
in computing premium taxes. The company 
pays the full tax on direct business regard- 
less of how much of the business is ceded 
to other carriers. Prior to 1938, many states 
taxed reinsurance premiums received and 
allowed a deduction for reinsurance ceded. 
In that year, the United States Supreme 
Court held that a state had no constitutional 


4Cited at footnote 1. 

5 Prudential Insurance Company v. Benjamin, 
11 Life Cases 837, 328 U.'S. 408, 66 S. Ct. 1142 
(1946). 
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power to tax reinsurance premiums unless 
the contracts were made within the state.® 


Although New York’s practice of taxing 
reinsurance assumed at its original source 
(that is, the direct-writer) antedated this 
court decision, nearly all states which had 
not already done so changed their laws to 

. : ae ”9 . 
provide taxation on the “direct” basis. 


The State of New York levies premium 
taxes and other fees, which vary according 
to the line of business transacted. When 
the domiciliary state of a insurer 
restrictions on 


foreign 
imposes higher taxes or 
similar New York companies, New York 
retains retaliatory powers (under Section 61 
of the Insurance Law) to levy higher taxes 
on the foreign insurer for the privilege of 
operating in New York. Most other states 


have similar retaliatory laws. 


Exempt from premium taxes in this state 
are numerous types of organizations, includ- 
United 
any state or municipality thereof; charitable, 


ing the Government of the States or 
religious, philanthropic and similar institu- 
tions; retirement and pension plans; non- 
profit hospital and medical plans; fraternal 
benefit 


and assessment 


societies; and certain cooperative 


organizations. 


In computing the amount of taxable pre- 
miums, New York requires that a company 
include as taxable any premiums received 
in this state which cannot specifically be 
allocated or apportioned and reported as 
taxable premiums on business of any other 
New York 
that a company pay premium taxes not only 
on direct 


state or states.' also requires 


business without deducting re- 
insurance ceded, but also on such business 
as is accepted from insurers which are not 


authorized in New York State. 


referred to as 


called 
However, these are simi- 


Some premium levies are 


“franchise” taxes, while others are 
“premium” taxes. 
lar in nature and constitute a part of an 


insurer’s tax cost. 


Taxes on life insurance premiums.—Over 
$100 million in premium taxes is paid annu- 
ally to states by life insurance companies. 
The statutes imposing these taxes are ap- 
parently simple, but the courts have often 
had to interpret them in order to decide the 


® Connecticut General Life Insurance Company 
v. Johnson, 303 U. S. 77, 58 S. Ct. 436 *1938). 

7 New York Tax Law, Sec. 187, subséc, 5, and 
New York Insurance Law, Sec. 550. : 
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fine points of what constitutes: taxable pre- 
miums or what is deductible for tax purposes. 


The question of whether considerations 
paid for annuities should be taxable has 
caused considerable litigation. Twenty-two 
states have laws which make specific pro- 
visions with respect to annuities. Most stat- 
utes are silent on the subject and the courts 
have had to make the without 
statutory guidance. They have decided both 
for and against the taxability of annuity 
premiums. The State of New York by stat- 
ute excludes such contributions from taxation. 


decisions 


There is also a lack of uniformity among 
states concerning the permissible deductions 
from While 
premiums waived for disability are deducti- 
ble in all states, dividends paid to policy- 
holders are deductible in all but 12 states. 
Certain states permit the deduction of ex- 
penses, such as head office real estate taxes, 
death or disability payments, examination 
and license fees and other payments. 


premiums for tax purposes. 


Among the allowed deductions from pre- 
mium income for tax purposes in some juris- 
dictions, the following also bear mention: 


(1) Withdrawals through termination of 
service, which represent the return to the 
policyholder of all of his retirement annuity 
contributions in the event he elects to with- 
draw from the plan prior to retirement. 


death, which are based 
on the cessation of coverage through deaths 
prior to normal or optional retirement age 


or refunds after death. 


(2) Returns on 


In the case of annuity considerations, the 
amount representing the cost of total and 
permanent disability under 
contracts constitutes a problem. One large 
insurer treated such amounts as “life insur- 
until 1951, when the com 
decided to classify such amounts as 
considerations. This is a problem 
which must be settled between the compa- 
nies and the various states. Stipulated pay- 
ments for lump-sum benefits at specified 
dates are usually treated as considerations 
for annuities. 


In New York, life 
written are taxed at the rate of 134 per cent 


benefits such 


ance premiums” 
pany 
annuity 


insurance premiums 
of net direct premiums less return premiums 
and dividends to policyholders. 


Taxes on ocean marine premiums.—In 
with New 
York Insurance Law, ocean marine insurers 


accordance Section 555 of the 


are taxed on the basis of 5 per cent of the 
average underwriting profit for the last three 


Tax Reserves 


preceding calendar years based on insurance 
written in. New York State. To determine 
taxable profit, the examiner must compute 
the ratio which New York marine premiums 
bear to the company’s total United States 
marine premiums, and must apply such ratio 
to the total gross average marine underwrit- 
ing profit for the last three preceding years. 


Taxes on premiums other than life and 
ocean marine.—Insurance premiums, other 
than life and ocean marine, are taxed at the 
rate of 2 per cent of net direct premiums 
less dividends paid to policyholders in New 
York State. 

Foreign or alien companies which insure 
against loss or injury by fire upon property 
situated in and villages having fire 
departments are required to pay the 2 per 
cent levy to the local fire departments. This 
levy includes the fire portion of automobile 
coverage. However, such payments may be 
offset against the premium tax due the state 
from all such authorized insurers. 


cities 


Alien fire and marine companies are re- 
quired to pay an additional franchise tax of 
one half of 1 per cent on their New York 
business other than that portion taxed as 
ycean marine business. 


Premium tax credits—Under the pro- 
visions of 190 of the New York 
Tax Law, an insurance company may obtain 
credit for a portion of the par value of 
certain bonds of the state in the computa- 
tion of premium taxes under the tax law. 
Bonds owned by an insurer that were is- 
sued by New York State prior to February 
10, 1931, bearing interest at a rate not ex- 
ceeding 3 per cent per annum are eligible 
for a credit for premium tax purposes to the 
extent of 1 per cent of the par value of such 


Section 


bonds. 


Verification of premium tax liability.— 
Che following will indicate the steps in the 
determination of reserves for premium taxes: 


(1) The insurance examiner should obtain 
a copy of the company’s method of premium 
allocation and should inspect it for reasonable- 
ness. It may sound simple to allocate pre- 
miums by state but a number of problems may 
arise with The 
examiner will find that many fire and casualty 
companies use a master plan of allocation 
which has met the acceptance of the industry 
and of insurance supervisory officials. The 
subject plan provides for allocation of premi- 
ums of each specific type. For example, on 
public liability business, premiums follow the 
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respect to interstate risks. 








state where the premises are located, while 


in automobile business, premiums are allo- 
cated to the specific territory or locality where 
the vehicle is principally garaged. 


Life insurance companies generally allocate 
premiums to the state of 1esidence of the 
insured. However, certain inherent difficul- 
ties are apparent in the case of group busi- 
ness. There is no set rule for allocation of 
group premiums and each company must 
decide on its own procedure. The insurance 


examiner must satisfy himself that the 
adopted plan of allocation is reasonable 
and equitable. He should indicate in his 


report the plan followed by the company 
under examination so that the various states 
concerned may be informed in the event 
that they wish to question any phase of 
the method of allocation of premiums. 


Small premiums, usually industrial, are 
sometimes allocated to the state where the 
collection office is located. One large com- 
pany assigns premiums for creditor’s group 
life insurance to the state in which the lend- 
ing institution is located. The same com- 
pany allocates group life premiums covering 
less than 500 lives to the state in which the 
majority of the insured employees work. 
Where 500 or more lives are insured, a 
greater effort is made to break down the 
total premiums according to the state of 
employment. 


(2) The examiner should review a fair 
sampling of abstracts, dailies, or whatever 
records are used for premium codification to 
determine that coding by state is done ac- 
cording to the adopted plan. 


(3) Where practicable, the company 
should supply records or tabulations of 
premium writings or earnings by state or 
territory for the year immediately preceding 
the date of examination or earlier, if neces- 
sary. Naturally, it would be too burdensome 
to ask this of a large life insurance company 
or of any company having a large volume 
of business, but the examiner should satisfy 
himself that all premiums are reported for 
tax purposes by ascertaining that the total 
premiums accounted for by states agree 
with the amounts reported in Schedule T 
of the annual statement. 


Each state’s tax returns for the period 
of examination should be checked to the 
extent deemed necessary by the examiner 
in charge with the company’s books of ac- 
count as well as with a tax manual and with 
the company’s files of correspondence, legal 
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opinions, etc., in order to determine that 
offsets and credits are properly computed. 


New York premium taxes, for example, 
are payable quarterly, so that in the case of 
year-end examinations the liability is the 
tax on the fourth quarter’s writings plus 
any unpaid amounts from prior periods. 


(4) The examiner should inspeét state tax 
return files, which will usually show the 
payment dates and check numbers, which 
will enable him to trace payme‘ts to cash 
disbursement records. 


In the case of large insurers, especially 
life, it is often impracticable to follow the 
entire procedure described. Ii has been 
found that the total tax liability may be 
determined with an amazing’ degree of 
accuracy through the application of a formula 
which uses “effective rates” based on the 
experience of the company for the pre- 
ceding year determined from retios of taxes, 
licenses and fees incurred to ret premiums 
and annuity considerations (direct and as- 
sumed, less ceded), excluding, waived pre- 
miums and adjustments for dividends. The 
examiner may accept such a ‘basis for his 
calculation-provided he is corivinced of its 
credibility. 


Special Workmen's 
Compensation Assessments 


Although a great many states have laws 
which provide for special assessments for 
workmen’s compensation business, this re- 
port will be confined to the laws of the 
State of New York which provide for as- 
sessments to maintain certamn funds and to 
cover expenses arising out of the super- 
vision of this particular line of business. The 
following assessments for special workmen’s 
compensation funds are levied on New York 
business: 


Types of assessments.—'(1) Special dis- 
ability fund (Workmen’s Compensation Act, 
Section 15, subsection 8).—The present special 
disability or second injury law is a result 
of a desire on the part of the legislature 
to make provision for the care of veterans 
who were discharged fron: the armed serv- 
ices with disabilities. The prior law ap- 
plied only to an injured person who had 
lost a member (hand, arm, foot, leg or eye) 
and thereafter sustained the loss of a sec- 
ond member or organ, resulting in per- 
manent total disability. 
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A new law was drafted at the end of 
World War II to broaden the coverage of 
the special disability fund to include cases 
of persons who had sustained a previous 
permanent impairment—either accidentally, 
as a result of disease, or even congenitally 
—and thereafter suffered a second com- 
pensable injury which, coupled with the 
original impairment, caused them to be 
materially and substantially more disabled 
than they would have been without the prior 
injury or condition. In the latter case, the 
employer or insurance company involved in 
the second injury becomes liable for only 
two years of compensation and the special 
disability fund assumes all liability beyqnd 
that point. 





(2) Fund for reopened cases (Workmen's 
Compensation Act, Section 25-a)—This fund 
was created some 20 years ago to reinsure 
carriers and employers against reopening of 
old claims. The fund assumes liability for any 
award made more than seven years from 
date of accident and more than three years 
from date of last payment of compensation. 
Liability is limited to awards made up to 18 
years from date of accident and eight years 
from date of last payment of compensation. 


The fund is maintained by contributions 
of $1,500 in the case of no-dependency death 
claims and, in the case of compensable death 
claims costing $2,000 or less, by contribu- 
tions of the difference between the cost and 
$2,000. Whenever the surplus of the fund 
falls below $250,000, assessments are levied 
against carriers and self-insurers in pro- 
portion to their gross compensation pay- 
ments in a particular period. 


(3) Vocational rehabilitation fund (Work- 
men’s Compensation Act, Section 15, subsection 
9)—An employee who, as a result of injury, 
is or may be expected to be totally or partially 
incapacitated for a remunerative occupation 
and who, under direction of the New York 
State Education Department, is being trained 
to engage in a remunerative occupation, may 
receive additional compensation from this 
fund of not more than $20 per week for 
maintenance. 


In order to defray the expenses of ad- 
ministration of this section of the law, the 
carrier or self-insurer is required to pay into 
the fund the sum of $500 in the case of each 
no-dependency death claim of an employee 
covered by the carrier or self-insurer, 


(4) Expenses of Workmen’s Compensa- 
tion Board (Workmen’s Compensation Act, 


Tax Reserves 





Section 151).—For the purpose ot defraying 
the expenses of the Workmen’s Compensation 
Board in the administration of the compensa- 
tion law, the law in New York State provides 
that such expenses shall be prorated among 
carriers and self-insurers on the basis of the 
gross compensation payments of each in the 
preceding fiscal year ending March 31. 


On the assumption that, ultimately, the as- 
sessment must be paid when reserves are con- 
verted to payments, the examiner must make 
provision for assessments, not only for un- 
assessed payments to the date of examination, 
but also for eventual assessments on outstand- 
ing claims. 


(5) Expenses—Disability Benefits Law 
(Workmen’s Compensation Act, Section 228). 
—In order to defray the expenses of adminis- 
tering the New York Disability Benefits Law, 
it is provided that the Commissioner of Taxa- 
tion and Finance annually shall levy an assess- 
ment against each carrier writing this type of 
business, based on the ratio of the appropri- 
ate payrolls of the preceding calendar year of 
employees covered by the carrier to the total 
of all such ‘payrolls. To provide some basis 
of judgment as to the liability for this item 
to be reported by each carrier, the New York 
State Insurance Department has made it a 
practice to notify the carriers engaging ‘in this 
field of the estimated percentage of covered 
payrolls to be used in computing the liability. 


(6) Fund for disabled unemployed (Work- 
men’s Compensation Act, Section 214).—This 
fund is used to provide benefits for the em- 
ployee whose employment with a covered em- 
ployer is terminated and who, during the 26 
weeks immediately following such termination 
of employment, becomes ineligible for unem- 
ployment benefits solely because of disability. 
The weekly benefits provided are the same as 
those provided for disability during em- 


ployment. 
If the fund falls below a_ prescribed 
minimum, assessments are made against 


carriers and self-insurers for the deficiency. 
All carriers must report annually to the 
Workmen’s Compensation Board statistical 
data to be used in computing the basis for 
assessments required by law. Assessments 
are made against carriers, using as a basis 
the total insured payrolls for the calendar 
year (omitting certain payrolls excluded by 
the statute). Each year, the insurance de- 
partment notifies the carriers of the factor 
to be employed in computing the reserve for 
payments to this fund. 
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the 


Determination of reserves.—As in 
case of regular items of taxation, reserves 
for assessments for special funds and com- 


pensation expenses require an intimate 
knowledge of the sections of law applicable 
thereto and the basis for each assessment. 
Certain items may be included with taxes 
for accounting purposes and others are in- 
cluded with losses, but if the examiner is 
asked to compute a company’s tax liability, 
he is expected to calculate all items of a tax 
nature regardless of the ultimate allocation 
of the reserve determined. 


In computing reserves, the following in- 
formation may prove helpful: 


(1) Special disability fund assessments 
are levied annually to coincide with the 
state’s fiscal year and are based on the gross 
compensation payments in the year ending 
March 31 next preceding the date of assess- 
ment. As in the case of levies for expenses 
of the administration of the Workmen’s 
Compensation Board, it must be assumed 
that outstanding losses will ultimately be as- 
sessed. The reserve will be composed of 
the following elements: 


(a) Liability for unassessed payments to 
the date of examination. 


(b). Liability for ultimate assessment on 
outstanding losses, 


(c) Assessments levied for a period cov- 
ered by the examination but not paid at that 
date. 


The examiner must bear in mind that he 
is concerned only with compensation, not 
medical payments, and these must be gross 
as to reinsurance. He should apply to such 
payments or reserves the last known rate of 
assessment. Being an element of loss, the 
reserve determined should be included with 
the compensation loss reserve.* 


(2) Reopened case fund assessments are 
indefinite and are made only when necessary 
to bring the surplus of the fund to the 
statutory minimum. The question of 
whether a reserve should be provided for 
the contingent liability for assessments for 
the fund for reopened cases is being studied 
by the New York State Insurance Depart- 
ment. Until the completion of this study, 
reserves should be established only for un- 
paid assessments applicable to the period 
under examination. Any reserve so deter- 


mined constitutes a loss element® and 
should be included with loss reserves. 
“8 See Workmen’s Compensation Act, Sec. 15, 


subsec. 8(h). 
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(3) The liability for assessment for the 
vocational rehabilitation fund is determined 
by applying a factor of $500 to each no- 
dependency death claim outstanding at the 
date of examination. Any reserve estab- 
lished for this item customarily is-included 
with the loss reserves. 


(4) Assessments for the expenses of the 
Workmen’s Compensation Board are -con- 
strued as operating expenses by most car- 
riers and are included with the tax reserve 
for accounting purposes. The reserve is 
determined by application of the last known 
rate of assessment to gross outstanding 
compensation losses and to gross unassessed 
compensation payments to the date of ex- 
amination. The reserve should include any 
unpaid assessments applicable to the period 
under examination. 


(5) Disability Benefits Law expense as- 
sessments are determined by applying the 
anticipated rate of assessment previously 
mentioned against the amount of appropri- 
ate covered payroll unassessed to the date 
of examination. Often the‘amount of cov- 
ered payroll is not available for the period 
in question and the examiner must estimate 
the liability from the best source available. 


(6) Assessments for the special fund for 
disability benefits for the disabled unem- 
ployed are calculated like those for the 
Disability Benefits Law expenses using the 
rate supplied annually by this department 
against covered payrolls. The carriers are 
instructed to increase the liability reported 
for the item at December 31 of the previous 
year by a percentage of covered payrolls 
supplied by the New York State Insurance 
Department, and to deduct therefrom any 
assessment paid during the preceding year 
pursuant to Section 214 of the Disability 
3enefits Law. Because of the possible wide 
fluctuation in the rate of employment, the 
insurance department attempts to establish 
a rate sufficiently high to provide for this 
contingency. The examiner should make 
provision for any assessment levied but un- 
paid at the date of examination. 


Other Assessments 


There are other assessments against in- 
surance companies which are not related 
to the business of workmen’s compensation 
as follows: 





® See footnote 8, at Sec. 25-a. 
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(1) Expense of administering the New 
York Motor Vehicle Safety-Responsibility 
Act.—Under the provisions of the New 
York Motor Vehicle Law (Section 94-ii), 
the expenses of administering this law are 
prorated in proportion to the net direct 
automobile bodily injury premiums (except 
statutory premiums as defined in the Vehi- 
cle and Traffic Law) written during the pre- 
ceding calendar year on risks resident or 
located in New York. The amount due 
is not known in advance, but the previous 
year’s assessment adjusted for any change 
in premium volume should be a guide in 
determining a company’s liability for this 
item, 


‘ 


(2) Assessments to defray operating ex- 
penses of the New York Insurance Depart- 
ment (New York Insurance Law, Section 
32-a).—At the close of each state fiscal year, 
the insurance department calculates its ex- 
for the past 12 months and after 
deducting fees and refunds (excluding taxes), 
levies a pro rata assessment against all 
domestic insurers and all United States 
branches of alien insurers domiciled in this 
state to defray the indicated net excess cost. 

The direct 
New York State risks, less returns thereon, 
written during the calendar year preceding 
the end of the fiscal year, are totaled and 
each company bears that portion of asses- 
sable expense which such premiums bear to 
total premiums reported by all such do- 
mestic companies and United States branches. 


penses 


gross written premiums on 


Since the state’s fiscal year ends March 
31, a year-end examination should provide 
ensuing nine months’ 
expenses of the department. It is usually 
sufficient, in such instances, to carry a lia- 
bility of three fourths of the previous year’s 
assessment with perhaps a small loading to 
cover possible increased costs. 


a reserve for the 


(3) Assessments for certain expenses of 
N. A. I. C. (New York Insurance Law, 
Section 32b).—The Superintendent of In- 
surance of New York is empowered to as- 
sess annually against domestic life insurers 
the net budget of the Committee on Valua- 
tion of Securities of the National Associa- 
tion of Insurance Commissioners. The total 
budget limitation is $250,000, and the net 
amount is assessed in advance on the basis 
of the ratio which investments in securities 
of domestic life insurers bear to the total 
of such investments of life insurers domi- 
ciled in this and other states whose laws 
require assessments on substantially the 
same basis as do the laws of New York. 


Tax Reserves 





Since the assessment covers an advance 
period, no liability is usually carried for this 
item, but the examiner should be familiar 
with the assessment and the reasons therefor. 


Payroll and Similar Taxes 


There are a number of taxes on the 
wages of employees of insurance companies 
and, in the case of a company having branch 
offices in other states, there are taxes due 
such states as well as New York on sal- 
aries of employees. 

The following represent payroll levies 
which may result in a tax liability at the 
date of examination: 

(1) State Unemployment Insurance: The 


first $3,600 of annual wages of each em- 
ployee is subject to a tax of 2.7 per cent, 


payable quarterly to the State of New 
York for ,unemployment benefits. Other 
states require similar payments for em- 


ployees working in their states. The tax 
is payable by the employer. 

(2) Federal Excise Tax on Wages: The 
federal government levies a tax of 0.3 per 
cent of annual wages of employees, speci- 
fying the same limitations and mode of 
payment as for unemployment taxes. 

(3) Federal Old Age Benefits Tax: In 
order to provide retirement benefits as well 
as other benefits offered by the federal 
social security system, the federal govern- 
ment levies a tax of 4 per cent of the first 
$3,600 of annual wages of each employee. 
The tax is payable by both employer and 
employee, who share the cost equally. The 
employer must withhold 2 per cent from 
the taxable wages of each employee and 
must periodically forward to the federal 
government such withholdings together 
with an equal amount representing the em- 
ployer’s share. 

(4) Federal Withholding Tax: This item 
represents income taxes withheld from sal- 
aries and wages of employees and is evi- 
denced by a credit ledger account, which 
is usually balanced through transfer of 
such amounts to the federal collection 
agencies on or before the date of examina- 
tion. 


Verification of payroll and similar taxes. 
—State unemployment taxes are payable by 
the employer and verification may be ac- 
complished by inspection of'tax returns and 
by comparing reported wages with payroll 
records, making allowance for the fact that 
only the first $3,600 of the wages of each 
employee is taxable. 
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Instances are rare in which examinations 
of insurance companies are made as of any 
date except the last day of March, June, 


September and December. It so happens 
that the taxes under review are payable 
quarterly for the periods ending on the 
dates stated. Many companies make it a 
practice to draw a check on the last day 
of the quarter to satisfy any existing liabil- 
ity in this respect, thus eliminating the 
necessity for establishing a reserve. Where 
this is not done the reserve is usually the 
amount paid immediately subsequent to 
the examination date for the preceding 
quarter. Needless to say, the examiner is 
expected to satisfy himself that all such 
taxes due for the period of examination are 
accounted for. 


The federal excise tax on wages may be 
verified in the same manner as unemploy- 
ment taxes, since the two items are com- 
plementary and together constitute a 3 per 
cent payroll levy on the taxable portion of 
the payroll. 


In the case of federal old age benefits 
there are two facets, the employees’ con- 
tribution and the employer’s share of the 
tax. The examiner should test-check pay- 
roll records with the quarterly tax returns 
as well as with the postings to the appropriate 
ledger account. It would be well to reconcile 
the accounts by using the opening balance, 
interim entries and closing balance for the 
purpose of ascertaining that the company’s 
liability for the employees’ contributions 
and for its own share has been accounted 
for, either by payment to the proper author- 
ity or by the establishment of a reserve. 


Withholding taxes, being income taxes 
withheld from wages of employees, should 
be checked with payroll records and with 
the general ledger. Since some companies 
occasionally transmit immediately any tax 
withheld, it is not always necessary to set 
up a reserve for the item. The examiner 
should select a period for test purposes and 
should verify both debit and credit ledger 
entries for this account through payroll 
records and cash disbursements. A _ suf- 
ficient test should be made to satisfy the 
examiner that the company has made proper 
accounting to the federal authorities for 
such funds withheld. 


Real Estate Taxes 


Real estate taxes are not usually included 
in the reserve for taxes but are carried as 
a separate liability under an appropriate 
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heading. Real estate owned by nonprofit 
medical and dental indemnity or hospital 
service corporations is exempt from tax 
under the laws of New York State. Any 
liability for real estate taxes may be de- 
termined by an inspection of tax bills and 
files relating to owned real estate. The 
New York Insurance Law provides that 
a company may take credit as an admitted 
asset for any unaccrued portion of real 
estate taxes paid prior to due date provided 
the real estate is held pursuant to the pro- 
visions of law. 


Miscellaneous Taxes 


As previously mentioned, a number of 
cities and towns levy taxes which are, in 
many cases, based on premiums. An in- 
spection of the tax returns should provide 
the information necessary to determine 
what portion, if any, may constitute a lia- 
bility at the date of examination. 


The City of New York levies a gross 
receipts tax on corporations, which is pay- 
able annually. The amount involved for 
individual insurance companies may be sub- 
stantial, and an attempt should be made 
to verify the amount reported for tax pur- 
poses. The examiner should exercise dis- 
cretion as to whether a reserve should be 
established based on tax payments of previ- 
ous years or based on detailed figures of 
receipts as defined in the law. 

In states other than New York, there are 
many miscellaneous taxes applicable to in- 
surance companies. One way to avoid over- 
looking any item is to obtain a listing of 
all taxes paid in the preceding year. A 
comparison of such a listing with the lia- 
bilities already established will enable the 
examiner to determine whether he has pro- 
vided for all contingencies including taxes 
by cities or assessments for boards, depart- 
ments or security funds of the 
states. 


various 


It will often be found that fees and levies 
are payable in advance and hence not usu- 
ally considered a liability at the date of 
Most 
year end and amounts paid after December 
31 for qualifying bond premiums, filing 
fees and the like are usually ignored in 
computing the tax liability of a company. 


examination. reports are as of the 


There are documentary stamps required 
contracts, but the 
purchased after 


cost of 
date of 


on reinsurance 
such stamps 


examination should be included in the tax 
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reserve only when the coverage became 
effective on or prior to the examination 
date. There are also taxes on stock issu- 
ance and transfer. The recording and 
transfer of mortgages and real estate also 
involve certain fees and taxes. 


License fees——Municipal and county li- 
cense fees will be encountered throughout 
the United States. A legislature may pre- 
scribe certain fees, which are not exacted 
of domestic companies, for licenses for for- 
eign corporations seeking to do business 
in a state. After admission by the state, 
however, both domestic and foreign corpo- 
rations must be treated in like manner in 
order to avoid conflict with the Fourtéenth 
Amendment to the federal Constitution. In 
the Hanover Fire v. Carr case” the court 
held that any discrimination against a 
foreign corporation is limited solely to the 
original license for the privilege of doing 
business. Hence, a political subdivision of 
a state, being without authority to license 
foreign corporations for transaction of busi- 
ness in a state, is without authority to exact 
a tax or license fee on a different basis 
than would be applicable to domestic com- 
panies. 


Capital stock taxes——There are several 
federal and state stamp taxes in connection 
with the “issuance and transfer of capital 
stock not only of the company itself but 
also of stocks bought and sold by insurance 
companies for investment purposes. 

On original the federal tax is 
dependent upon the par value of the stock. 
Stocks without par value require a 
stamp starting at three cents on each $20 
of actual value up to $100. Where actual 
value is $100 or more, the tax is 11 cents on 
each $100 or fraction thereof. 


issues 


tax 


On transfers of stock, federal and state 
taxes apply, the amount of tax varying ac- 
cording to the par value. Federal transfer 
taxes range in amount from five cents to 
six cents per share. The State of New 
York levies similar taxes of from one cent 
to four cents per share. 

Stock transfer taxes are payable by the 
purchaser except in the case of “odd lots” 
transacted on the stock exchanges, in which 
case the tax is payable by both buyer and 
seller, each in the full amount. 


1 Hanover Fire Insurance Company v. Carr, 
272 U. S. 494, 47 S. Ct. 179 (1926). 

11Some useful manuals include: Fees and 
Taxes Charged Insurance Companies Under the 
Laws of New York Together with Abstracts of 
Fees, Taxes and Other Requirements of Other 
States, published by the State of New York 
Insurance Department; Tax Manual of the 


Tax Reserves 


Stock issuance and transfer taxes rarely 
form part of the tax reserve fcr report 
purposes. Transfer taxes on sales of stock 
are usually deducted from the gross consid- 
eration for accounting purposes, but a com- 
pany may, if it so desires, treat such items 
as a tax. 


Other taxes.—The examiner should have 
for guidance one or more of the tax 
manuals” prepared by state insurance de- 
partments and by private associations for 
the various types of insurers in order to 
acquaint himself with the many sources of 
potential liability. The following are a few 
of the special levies of a miscellaneous 
nature reported in such tax manuals that 
the examiner might encounter throughout 
the country: 


(1) Additional taxes on workmen’s com- 
pensation business, often to defray the ex- 
penses of administering laws, for safety 
departments or for like purposes. 


(2) School taxes. 


(3) State rating bureau assessments. 
(4) Children’s accidental death fund as- 
sessments. 


(5) Unsatisfied judgment fund levies. 
(6) Franchise taxes. 


Uniform Accounting 
and Tax Reserves 


In New York State, fire and casualty 
companies are subject to regulations of 
the department of insurance affecting the 
uniform classification of accounts. These 
regulations have a definite effect on the com- 
putation of the reserve for taxes of such 
insurers, since the examiner is guided by 
the regulations in his’ decision on the allo- 
cation of certain expenses to taxes or on 
the allocation of certain items which are of 
a tax nature to expenses or to losses. 

Prior to the enactment of Regulation 30” 
there was a lack of uniformity in the statis- 
tics submitted to the department by fire 
and casualty companies. This regulation 
has resulted in an improved degree of 
uniformity in present-day reporting of sta- 
tistics by such companies. 

Preliminary studies of expense alloca- 
tion of life insurance companies indicate a 
Association of Casualty and Surety Companies; 
Taxation Manual of The National Board of Fire 
Underwriters. 

12 Uniform Classification of Expenses of Fire 
and Marine and Casualty and Surety Insurers, 


effective January 1, 1949, Insurance Department, 
State of New York. 
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similar wide variance in the method of 
treatment of items of a tax nature. For 


example, “Assessments for Sick Unem- 
ployed” are treated as taxes in one case, 
as general expenses in another and as 
benefits under accident and health policies 
in a third case. 

Where a company is not subject to uni- 
form accounting regulations, the examiner 
must be guided by the established practices 
of his bureau in determining the allocation 
of expenses to the company’s tax cost. 

Figure 1 lists the items which constitute 
the taxes, licenses and fees under Regula- 
tion 30 for fire and casualty companies. In 
‘addition to the items shown there are also 
federal income taxes and taxes on real 
estate, which are carried as separate items 
in the annual statement. 


Fig. 1—Taxes, Licenses and Fees Under 
Regulation 30, New York State In- 
surance Department 


A. State and Local Insurance Taxes 
Include: 

State premium taxes, licenses and fees. 

County and municipal taxes, licenses 
and fees. 

Fire patrol assessments. 

Payments to state industrial commis- 
sions. 

Net payments to state security funds, 
reopened case funds and second in- 
jury funds when construed as oper- 
ating expenses. 

Exclude: 


Allowances for taxes under reinsurance 
contracts. 


B. Insurance Department of State Li- 


censes and Fees 
Include: 
Agents’ licenses. 
Certificates of compliance. 
Filing fees. 
Fees and expenses for insurance depart- 
ment examinations. 
Business licenses, corporation licenses. 


C. Payroll Taxes 
Include: 


Old-age benefit taxes. 


Unemployment insurance taxes. 


D. All Other (Excluding Federal Income 
and Rez! Estate) 

Include: 
Qualifying bond premiums. 
Statement publication fees. 
Advertising required by law. 
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Personal property taxes. 

State income taxes. 

Capital stock taxes. 

Marine profits taxes. 

Documentary stamps on reinsurance. 

Transfer taxes when neither included 
in cost nor deducted from proceeds. 


Security Fund Assessments 


Assessments for so-called security funds 
are not regarded as tares by the New 
York Insurance Department, but because 
of their nature are in most cases treated 
as taxes for accounting purposes. 


During the depression years of the 1930’s 
when the solvency of many of the coun- 
try’s leading organizations was threatened, 
it became apparent to public insurance offi- 
cials that some program was necessary to 
bolster public confidence in the insurance 
industry as a whole and to protect policy- 
holders and the public from financial loss 
in the event of the failure of some insurance 
companies to meet their contractual obli- 
gations. 


The solution ultimately developed as 
respects casualty companies was the crea- 
tion, after appropriate legislation, of a 
number of security funds under the juris- 
diction of the New York Insurance Depart- 
ment designed to provide some measure of 
financial assistance in the event of the 
insolvency of any authorized insurance com- 
pany writing automobile liability and work- 
men’s compensation business. These funds 
are maintained by assessments on the 
insurance companies writing such lines, 
which are eventually reflected in the pre- 
mium base rate of policyholders. 


In New York, the following security or 
guaranty funds are now in operation: 


(1) Motor vehicle liability security fund. 
—Section 333 of the New York Insurance 
Law provides for the creation of a motor 
vehicle liability security fund which is to be 
used in the satisfaction of allowed claims 
from accidents occurring in this state in 
the event of the inability of an insolvent 
insurer to fulfill its contractual policy obli- 
gations. 


At the present time every authorized 
insurer writing policies in this state insur- 
ing against legal liability arising out of the 
operation of motor vehicles (except statu- 
tory liability) must pay into the fund 1 
per cent of its net direct premium writings 
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Assessments levied to maintain the life 
insurance guaranty fund are not a part 


of an insurance company’s tax cost. 


until the fund equals 15 per cent of the 
outstanding claim reserves of all authorized 
carriers for such coverage. Once the goal 
of 15 per cent of the outstanding losses 
is reached, collections must be suspended. 
They are resumed at any time to maintain 
the required balance. The amount due 
under this section is reflected in the com- 
pany’s tax liability for report purposes. 


(2) Public motor vehicle liability secur- 
ity funds.—Section 330 of the New York 
Insurance Law provides for the creation of 
a stock insurer’s fund and another fund 
for mutual carriers for the same purposes 
as the motor vehicle liability security fund 
but applicable only to public vehicles, 
mainly taxicabs. The funds apply to insur- 
ance coverage required under Section 17 
of the New York Vehicle and Traffic Law 
in cases where a corporate surety bond or 
policy of a stock or mutual insurer is 
required. Insurance carriers are required 
to pay into the applicable fund 2 per cent 
of their net written statutory automobile 
premiums in New York State. 

There is an important difference between 
the stock and mutual funds. The stock fund 
is built up until it equals $150,000 or 15 per 
cent of the outstanding claim reserves of 
all authorized stock carriers incurred under 
bonds and policies required by Section 17, 
whichever is’ greater. The mutual fund’s 
limitation is $350,000 or 15 per cent of 
similar claim reserves of mutual companies. 
If the fund exceeds the prescribed limita- 
tion, the excess is to be distributed as 
repayments for successive fund years, begin- 
ning with the first fund year, to the carriers 
in proportion to their contributions in such 
fund year. Such repayments from excess 
funds continue until the carriers for the 
first fund year are repaid their entire con- 
tribution. Repayments for succeeding fund 
years are to be made on the same basis. 

For mutual insurers, the accounting pro- 
cedure involved is to treat such contribu- 
tions as not-admitted assets, the difference 
between the accumulated contributions at 
the beginning and end of a calendar year 
representing the charge to surplus for this 
item during the year. Reserves established 
under. this caption are includued in the 


Tax Reserves 


examiner’s reserve for taxes for examina- 
tion report purposes. 


(3). Workmen’s compensation security 
funds.—To insure the payment of compen- 
sation and benefits due from an insurer 
which becomes insolvent, separate security 
funds were created for stock and mutual 
companies writing workmen’s compensa- 
tion in New York State. The funds were 
created pursuarit to Sections 107 and 109-d 
of the Workmen’s Compensation Law and 
are maintained by a levy of 1 per cent of 
net direct compensation premiums in the 
state. 


The law provides that the stock fund be 
built up until the net balance equals the 
greater of $2,300,000 or 5 per cent of the 
outstanding compensation losses in this 
state of all authorized stock insurers, after 
which payments are suspended and re- 
sumed if necessary to maintain the statu- 
tory balance. 


The mutual fund is maintained by a simi- 
lar assessment of 1 per cent of net direct 
compensation premiums, but the maximum 
balance is the greater of $700,000 or 5 per 
cent of the mutual carriers’ outstanding 
compensation losses in this state. If the 
fund exceeds the statutory maximum, any 
excess contributions are returned to the 
contributors in a manner similar to that 
described for the mutual fund of the public 
motor vehicle liability security funds. 

There are no special assessments for the 
expenses of administration of any of these 
security funds, since each fund’s expenses 
are paid out of fund balances. Amounts due 
are reflected in the tax liability of the car- 
rier. Although the law provides for the 
possible return of any excess contributions 
to the mutual funds, no credit is allowed the 
company for any indicated equity in such 
fund. 


(4) Life insurance guaranty fund.—Asses- 
ments levied to maintain the life insur- 
ance guaranty fund are not in any sense 
a part of an insurance company’s tax cost. 
‘This fund is‘ mentioned only because it 
serves in a capacity somewhat similar to 
the security funds already described. The 
fund functions through a nonprofit corpora- 
tion known as the Life Insurance Guaranty 
Corporation. Its finances are obtained by + 
assessments levied against certain domestic 
legal reserve life insurance companies in 
accordance with the procedure specified in 
Section 224 of the insurance law. The fund’s 
maximum outstanding certificates of indebt- 
edness are limited to $25 million. 
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The fund must be maintained at such a 
level as will enable the corporation to meet 
its obligations and liabilities. To do this 
the fund assesses member companies and 
issues participation certificates for such 
assessments which may be included in the 
companies’ admitted assets. 

The corporation may assume, reinsure or 
guarantee the contractual policy obligations 
of any impaired or insolvent domestic life 
insurer having a representative as a direc- 
tor of the corporation (that is, a member 
of the corporation). 


Determination of liability for security 
fund assessment.—To determine the lia- 
bility of an insurer for assessments for 
security funds, the examiner should proceed 
along the following lines: 

(1) The first and foremost duty of the 
examiner is to know the provisions of the 


sections of law under which assessment 
for security funds are levied. 
(2) Since assessments are based upon 


premiums written, a calculation should be 
made of the accrued liability for assess- 
ments on such premiums written since the 
date of the last previous return paid prior 
to the examination date. Credits and deduc- 
tions from premiums should be reconciled 
to the company’s books of account. 

(3) Previous payments during the exam- 
ination period should be checked with cash 
disbursement records. 


Tax Exemption 
of Certain Organizations 


helpful to summarize the 
law which deal with tax 
exemptions. The New York Insurance Law 
provides exemptions as follows: 


It might be 
provisions of 


Section 200, subsection 7—Exempts from 
taxation the property of a retirement sys- 
tem, the right of an employee to a pension 
benefit and his rights in the funds of the 
system. 





Section 224, subsection 7(a).—Exempts 

from premium tax any premiums received 
by domestic life insurance companies in 
connection with an assumption, reinsurance 
or guaranty agreement with the Life In- 
surance Guaranty Corporation. 
_ Section 251, subsection 3—Exempts non- 
profit medical, dental or hospital service 
organizations from every state, county or 
municipal tax. This includes exemption 
from premium tax and real estate taxes but 
does not include assessments to defray 
operating expenses of the insurance depart- 
ment. 
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Section 468.—Declares fraternal benefit 
societies to be charitable and benevclent 
institutions and provides exemption from 
all and every state, county, district, mtnic- 
ipal and school tax other than taxes on 
real estate and office equipment. FrateYnal 
societies are required, however, to <pay 
their share of insurance department : ex- 
penses as do the hospital-medical pans 
previously mentioned. : 





Section 557(a).—Provides exemption from 
premium taxes for: \ 


(a) The Government of the United Sk tes, 
or any state or municipality thereof, o:.any 
instrumentality of any such governMent 
which is not subject to taxation byNthis 
state. It might be noted, however, Sthat 
the New York State Insurance Funw has 


been made subject to the state ta& on 
premiums by special legislation X 
: ee s 

(b) Persons, firms, associations or ¢’rpo- 

rations which are exempt from th re- 


quirement that they obtain a license “» do 


: ; Q\. 
business in this state, under the provgions 
of the insurance law. a 

q 


(c) Foreign or alien fraternal ‘nefit 
societies. (This exemption is also prided 


by Section 468). q 
& 


It has been noted that certain the 
New York State premium taxes aregevied 
under Section 187 of the tax law. T¥e lat- 
ter section provides similar exengptions 
from such taxes as are provided forSprem- 
ium taxes levied under the insurance aw. 

« 
4 


a 
Summary 9 


This report has attempted to acqugint the 
reader with many of the taxes and pabblems 
which the insurance examiner en@unters 
in the course of his work. An attegipt has 
also been made to demonstrate the@general 
procedure used in establishing theQvarious 
reserves for taxes and assessment@ There 
is practically no problem that czginot be 
resolved by a thorough study ofithe ap- 
plicable law and the use of ordindy logic. 
Occasionally, however, questions ar®s which 
may require an opinion by the céginsel of 
the New York State Insurance Degartment 
for the guidance of the man” 





At times the decision of the exgniner in 
establishing reserves is questionedyby com- 
pany officials as arbitrary or unecessary. 
The examiner’s duty is to preparg a finan- 
cial statement which includes rgasonable 
provision for every known or eprobable 
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liability. If a company rejects the exam- 
iner’s analysis, it may avail itself ‘of the 
statutory privilege of requesting a hearing 
on its objections. 





The examiner should always be alert to 
spot any tax liability in situations which 
differ from the routine. As an example, the 
development of retrospective debits or cred- 
its in a fire or casualty company examination 
carries with it the concomitant obligation 
of adjusting for the resulting effect on 
the reserve for premium taxes or assess- 
ments. 

It must always be kept in mind that tax 
rates and methods of calculation change 
from time to time, that new taxes ,are 
enacted and that others, on occasion, are 
repealed, so that the proper establishment 
of a reserve presupposes a thorough study 
by the examiner of current tax legislation 
and rulings. 

Appended is a checklist of levies by vari- 
ous agencies within New York State and 
by the federal government which might 
prove helpful for tax reserve purposes. It 
includes most of the items comprising an 
insurer’s tax The items 
not necessarily applicable to all types of 
insurance companies but may serve to 
acquaint the examiner with the various 
tax items. 


cost. shown are 


INTERNATIONAL REINSURANCE 


Foreign countries received a net amount 
of about $40 million in 1953 through 
reinsurance transactions with United 
States insurance companies, according 
to figures released by the Office of Busi- 
Economics, United States Depart- 
ment of Commerce. 

On reinsurance ceded to foreign insur- 
ers United States companies made net 
payments of about $51 million, which 
was offset by a net of about $11 million 
received by American companies on re- 
insurance they assumed from abroad. 

The term 
transactions whereby. insurance compa- 


ness 


“reinsurance” describes the 


nies transfer a portion of the liability 
they have assumed to other insurance 
companies or reinsurers thus making 
it possible to underwrite risks which a 
single company could not handle. The 
foreign reinsurer is then liable to share 
in the payment of any incurred 
by the ceding insurance company. 
American insurance companies paid 
net premiums of $170.6 million to foreign 


losses 


Tax Reserves 





Fig. 2—Tax or Assessment Levies 
on Insurance Companies 
in New York State 


(1) Advertising (statutory). 
(2) Agents’ licenses. 
(3) Assessments. 
Security funds. 
Special workmen’s compensation. 
Sick unemployed and _ Disability 
Benefits Law expenses. 
Boards and commissions. 
(4) Business licenses, corporation taxes. 
(5) Capital stock and transfer. 
(6) Certificates of compliance. 
(7) County and municipal. 
(8) Disability benefits. 
(9) Examination fees. 
(10) Federal income. 
(11) Federal old-age benefits. 
(12) Filing fees. 
(13) Personal property. 
(14) Qualifying bond premiums. 
(15) Real estate. 
(16) Retaliatory. 
(17) Sales. 
(18) State—based on premiums. 
(19) State income. 
(20) Unemployment. 


(21) Utilities. [The End] 


reinsurers in 1953, against which the 
foreign reinsurers paid losses of $119.8 
million, for a net payment of about $51 
million. Both premiums paid to foreign 
reinsurers and losses recovered have in- 
creased in every year since 1949, when 
the collection of data was begun. In 
1949 the figures were $125.9 million and 
$71.8 million respectively. 
recovered in 1953 $19 
million higher than in 1952 partly as a 
result of extensive windstorm damage. 
In 1953, as in earlier postwar: years, 
transactions with British reinsurers ac- 
counted for about 85 per cent of the total. 
The amount of 
from abroad by American companies has 
grown steadily since 1949. Net premi- 


Losses were 


reinsurance assumed 


ums of $28.3 million received in 1953 
were double the 1949 amount. Losses 


paid abroad in 1953 were $17.4 million, 
leaving a net receipt of about $11 million. 
premium receipts 
from 51 foreign countries and loss pay- 
ments to 48 countries. 


Companies reported 
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LIABILITY WITHOUT NEGLIGENCE. 
| 


| 


doctrine that there is no liability without 
negligence may be an inducement to find 
negligence where there is none. 


Conclusion 


The entire field of liability is in a phase 
of adjustment. There is, on the part of the 
public, an increasing dissatisfaction for the 
way liability claims are handled. Insurance 
companies are not satisfied either. Verdicts 
are unpredictable. The guiding principles 
of liability are insufficiently clear and a 
satisfactory distribution of the loss fore- 
seeable is practically an impossible task. 
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Continued from page 536 | 


On the other hand, courts show an 
increasing tendency to leave any questions 
to the jury. Juries, which in the whole may 
make an honest effort to render a just verdict, 
are sometimes bewildered by being com- 
pelled either to find negligence on the part 
of the defendant where there is,none, or 
to bar from recovery the innocent victim. 

Only the analysis and frank discussion 
of the problems involved may eniiance the 
evolution of the great principles »f law to 
meet existing conditions. Much has been 
said and written on this subject already, 
but the whole matter is still wide open to 
discussion. [The End] 


WHAT THE LEGISLATORS ARE DOING- 
| 


New Jersey Additional stipulations 
are added to the authorization of mutual 
insurers to issue ..c:icies for cash premiums 
only. When the directors of a mutual 
company decide to issue policies for cash 
premiums only, they must first furnish a 
written notice of intention, together with 
a certified copy of the resolution, to ihe 
commissioner of banking and insurance. 
Also, a mutual company so electing may 
waive all contingent premiums set forth in 
policies then outstanding. However, no 
mutual fire insurance may make an assess- 
ment against a policy issued for a cash 
premium only. Chapter 152, Laws 1954, 
S. B. 77, approved and effective July 15, 1954. 


Fire Insurance 


Louisiana The additional fire- 
marshal tax imposed on gross premiums 
of fire insurers, which was raised from % 
of 1 per cent to % of 1 per cent in 1950, 
is increased to a full 1 per cent. Act 388, 
Acts 1954, H. B. 756, approved July 7, 1954, 
effective July 28, 1954. 

Incorporated municipalities or fire and 
waterworks districts which meet the re- 
quirements for a regularly organized fire 
department with at least $1,000 worth of 
serviceable equipment may share in the 2 
per cent premium tax on foreign and alien 
fire insurance companies. The tax shall be 
paid on all premiums of policies issued 
60 days or more after the date of certifica- 
tion. Act 458, Acts 1954, H. B. 1085, 
approved July 7, 1954, effective July 28, 1954. 
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Insurance Litigation 


Louisiana Amendments to three 
statutes relating to service of process 
against fraternal benefit societies, surplus 


line insurers and reciprocal insurers au- 
thorize the secretary of state to designate 
someone in his office to accept service of 
process during his absence. Act 133, Act 
134 and Act 135, Acts 1954, H. B. 719, H. B. 
720 and H. B. 721, approved June 29, 1954, 
effective July 28, 1954. 


Motor Vehicle Insurance 


New Jersey Autobus owners are 
required to be insured for $5,000 for the 
death or injury to one person, $10,000 for 
the death or injury of more than ene person 
and $5,000 for property damage. The latter 
two required coverages were added. Chap- 
ter 110, Laws 1954, S. B. 45, approved 
July 1, 1954, effective July 31, 1954. 


Policy Provisions 


New Jersey Liability insurance 
policies authorized by paragraphs (d) and 
(e) of Section 17:17-1 of the revised stat- 
utes may provide for the payment of medi 
cal, hospital, surgical and funeral expenses 
incurred as the result of an accident, “irre- 
spective of the legal liability of the assured,” 
without the policy being deemed to be an 
accident insurance policy. Chapter 192, 
Laws 1954, A. B. 398, approved and effec- 
tive July 22, 1954. 
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Health Insurance and Industry 


By A. M. WILSON 


Accident and Health Department of 
Liberty Mutual Insurance Company, 
presented this address in Chicago be- 
fore the joint session of the Amer- 
ican Industrial Hygiene Association 


| The author, assistant manager of the 
| 
| 
| 
| 
| and the Industrial Medical Association. 


.. accident and health insurance in- 
dustry presently is being sorely pressed 
not merely for its misdeeds, but also for its 
deeds. Newspaper and magazine writers are 
berating the underwriters for their reluctance 
to assume known losses, and for not entering 
into indissoluble contracts for better or worse 
till death do us part. Labor contracts 
being negotiated and renegotiated day after 
day, through which the underwriter is sub- 
jected to an inquisition—not merely as to what 
protection he has to provide, but what he is 
going to do with the money that remains 
after all liabilities are liquidated, completely 
unaware that in today’s market the hope 
of a margin of profit above losses is almost 
tantamount to betrayal of a public trust. 
State insurance laws seek not merely to 
impose upon the underwriter the scope of 
the protection to be afforded, but to specify 
the very words in the contract through which 
his intent must be expressed, under threat of 
a stint in jail. 


are 


He is berated as a Scrooge attempting to 
make a profit by traffic in human misery, 
while, at the same time, he is taxed 2 and 3 
and more percent, not on the profit he 
makes, but on the money he collects from 
the people with which to pay benefits to the 
unfortunate. 
sures have forced him, in spite of the de- 


creased value of the dollar and higher costs 


In recent years political pres- 


of everything, to give more and more pro- 
tection for the same dollar under threat of 
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confiscation of his livelihood by government 
monopoly, 


Even now in Washington efforts are being 
made to create a multi-million dollar fund 
with which to persuade the underwriter to 
extend himself still further toward financial 
loss in the hope that he will be retrieved from 
a fall overboard by a self-supporting rein- 
surance fund of the federal government. 
Through all this he knows that the founda- 
tion of industrial America is the profit 
motive, that when an industry fails to make 
a reasonable profit for its stockholders—or, 
in case of a mutual insurance company, a 
profit for its policyholders—it goes broke. 
As an American business gone broke, it 
intensifies the misery of those whom it prom- 
ised to support in misfortune, it ruins the 
livelihood and hope of those thousands of 
men and women who have wedded their 
economic lives to the service of thé industry, 
it dissipates the years of toil and sacrifice 
of those who furnished the capital to pursue 
a legitimate American business, and it robs 
the community in which the business is 
located of the stable economic support from 
which flow its friendships, recreation, social 
lite, schools, hospitals, cultural institutions 
and churches. 


Perhaps that is why I, being an under- 
writer, agreed to speak to you here today. 
In the principles you espouse there is hope 
for men like me; hope that the path we 
are treading can be rerouted to an objective 
based upon the most primitive principle that 
the only true insurance against loss is the 
removal of the cause of loss. If a thief 
steals one of your horses every night, no 
sane man would counsel you to buy a new 
horse every day to make the thief’s work 
easier. If an arsonist burns down every 
house you build, the answer is not to build 
new houses to please the arsonist. 


Now let’s apply that principle to Ameri- 
can business. When a man goes to work 
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for an employer, everything that man is 


and has gets tied into that business. His 
family life, the food his wife and children 
eat, the clothing they wear, the house they 
live in, their present and their future are 
contingent upon the wages that come from 
that job. To make that job possible the 
employer has invested his funds and the 
funds of stockholders in machinery and 
equipment in excess of $10,000, on the aver- 
age, for every job. If the business makes a 
profit, the employer, the employee and the 
stockholder, each in his own way can attain 
his individual hopes, aspirations and pur- 
pose. If the business fails to make a profit, 
each in his own way suffers destruction of 
his hopes, aspirations and purpose. 


The interruption of efficient procedures 
often repeated destroys profit. Interruption 
may be total, such as destruction of the 
plant by fire. It may be partial, such as a 
breakdown of a machine vital to the com- 
pletion of the finished product. It may be 
both, through injury and illness of the 
brain and human spirit, without which there 
can be no true creations of wealth through 
the machines. Too often we forget that the 
shiny products that make up our material 
life are, in truth, but representations in steel, 
wood and fiber of the brains, sweat and 
aspirations of the thousands of people who 
aided in bringing the product to us. Phys- 
ical injury and illness of the workmen, and, 
what is more important, injury and illness 
of the spirit from which the creation of 
wealth flows, stand today as major sources 
of interruption to the smooth flow of Amer- 
ican life as it is created out of the profit 
motive. 

Many years ago good management learned 
of the hazards of complete interruption. It 
does not merely buy fire insurance, but rather 
it uses proved fire prevention techniques 
so that a fire does not happen. While it 
sets aside funds with which to replace worn- 
out machinery and equipment, it neverthe- 
less uses every proved practice to keep that 
machinery in good working order so that 
it may serve well, without costly break- 
downs, years beyond the date it would 
normally be junked. While engineering of 
machines made vast strides forward, 
the management of the human element in 
production has lagged far behind. Without 
intent to minimize the fact that a human 
being is a creature of personal dignity, in 
himself immieasurably greater than any ma- 
chine, it is nevertheless true that the human 
being in relationship to industrial produc- 
tion has a measurable value in dollars and 
cents. The human element in production 
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averages from 70 to 80 percent of the total 
cost of production. When you consider 
the amount of money spent to protect 
material assets of plants, machinery and 
equipment, which represents but 20 to 30 
percent in the creation of wealth, and com- 
pare this with the money spent to protect 
the human assets, which represent 70 to 80 
percent in the production of wealth, the 
conclusion is warranted that we cannot see 
the woods because of the trees. 


Industry might counter by pointing out 
the great progress that has been made in 
preventing bodily injury on the job. As a 
matter of fact, the human being is safer on 
the job than in his own home. This achieve- 
ment, however, only serves to increase the 
mystery involving the human element in 
production. Industrial injuries cause on!y 
about 10 percent of the total loss of pro- 
ductive time from disablement of the human 
being. Nonoccupational’ accidents account 
for another 5 percent and sickness causes 
85 percent. Why then do we concentrate 
preventive measures on the potential 10 
percent loss and forget about the 85 percent? 


There are, I suppose, many ways of 
rationalizing this situation. Workmen’s 
compensation laws have placed a dollar 


value on occupational injury. The causes 
of accidents are in themselves objective and 
can in large part be minimized and elimi- 
nated. Granted that all this is true, it 
cannot account for the paradox encountered 
in all too many plants where nurses are 
put on the pay roll and held confined in a 
germ-free cubicle located in an isolated 
spot in the plant for the purpose of assisting 
a physician in bandaging minor injuries 
arising on the job. Even more surprising 
are the many managements which spend 
large sums of money to procure competent 
medical staffs, and then issue orders that 
no case other than an occupational accident 
case is to be treated by the medical staff, 
except to call a cab and send the employee 
home. 


There was a time in the past when such 
a procedure might have been condoned on 
the theory that concern of management in 
care of other than an occupational injury 
might produce a legal prejudice in favor of 
a board ruling that the compensation law 


was involved. Thus, a compensation loss 
might result by indirection. That theory 
has, however, long been outdated. Today, 


not by law but by fact, the health of the 
individual is as much a part of making a 
profit out of productive enterprise as is 
industrial safety. 
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To bring industrial medicine into its 
own, it is as necessary to place it 
in its proper management level as it 


scientific content. 
@ 


is to know its 


In the first part of this century, group 
life insurance was born. In the 20’s loss 
of wage insurance because of illness was 
introduced. In the early 30’s hospitalization 
insurance was added. In the late 30’s cover- 
age for surgical fees was adopted. In the 
early 40’s coverage for medical fees other 
than surgical fees was added. In the late 
40’s coverage was introduced against very 
high major medical expense. In spite of 
all this the social need is still being inter- 
preted to be unfulfilled, and the government 
is seeking to provide through law the neces- 
sary financial guarantees to induce under- 
writers to expand coverage still further to 
encompass the problems of medical costs 
arising from the aging process and coverage 
for the retired and the medically indigent. 


The history of these forms of protection 
indicates that they become tied, one after 


the other, into the labor contract, with 
industry paying a large part of the cost. 
It is a common practice today to see 


industry paying three and four times more 
for employee health insurance than it is 
paying for workmen’s compensation in- 
surance. The ratios on the health 
insurance are running from 85 to 90 percent 
while compensation loss ratios average from 
60 to 65 percent. American industry, through 
which our wealth is created, pays the bill. 
Even if the government takes over com- 
pletely, industry will have. to support the 
plan through either increased taxes or in- 
creased wages to cover the taxes imposed 
upon the employee. In spite of these facts, 
so obvious that any novice in business can 
see them, it is amazing to witness the 
tremendous amount of missionary work 
that has to be done to persuade a large 
segment of industrial management to spend 
even a few dollars in a constructive health 
maintenance program. Employers, who have 
spent thousands of dollars in safety pro- 
grams and have seen their costs for com- 
pensation losses lowered many times the 
cost of the safety programs, enter into 
employee group insurance plans under which 
year after year the limits of coverage are 
extended, the coverage broadened and the 
loss ratios increased. The result is an ever- 
increasing reward for sickness, and a penalty 


loss 
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for health. Why not rally behind prevention 
of loss, as is done in fire prevention, damage 
prevention, business interruption prevention, 
theft prevention and accident prevention? 

In discussing this enigma with many men 
in industrial managements a great variety 
of answers are encountered, such as: “The 
employee’s health is his own affair.” “The 
union will not permit us to have its mem- 
bers examined medically.” “Management 
has no,control of an employee while he is 
off the job.” It seems to me these answers 
are all rationalizations of conclusions based 
upon much more fundamental causes. 

Without pretending to establish myself. as 
an authority on this subject, I would like 
to give you six observations which may 
throw light on the problem: 

(1) Preventive medicine as a tool in efh- 
cient industrial medicine is new. To date, 
prevention in medicine has concerned itself 
with contdgious and communicable disease 
and has been practiced primarily through 
government public health agencies. Their 
record of achievement in eliminating epi- 
demics is outstanding. In fact, having built 
up a vast and far-flung governmental 
agency, they have been so successful in 
eliminating and controlling epidemics that 
they have worked themselves out of a job. 
To keep their organization going they have 
now declared industrial accidents and traffic 
accidents to be within the scope of public 
health. But they proved prevention can 
work. Because the application of preventive 
medicine techniques in industry has not, as 
yet, had time to build up similar proof on 
a national basis, the adoption of an indus- 
trial medical program by management has 
to be based to a high degree on faith. Faith 
is the staff Columbus had to back his job 
of discovering America. 

(2) To develop an idea from a belief to a 
science takes time. The one-lunger horse- 
less carriage in Ford’s imagination was a 
far cry from today’s models. When, how- 
ever, medical men are able to subject pre- 
vention ideas to a synthesis, under which 
the sum of their individual knowledge and 
experience is co-ordinated into a unified 
body of knowledge leading logically from 
cause to effect, faith will be replaced by 
evidence. That synthesis is even now going 
on in the schools, recently developing courses 
on industrial medicine. The schools of 
today make our scientists of tomorrow. 
Tomorrow will be good for industrial medi- 
cine if teachers remain enthusiastic. 

(3) Human nature is prone to leap from 
a point of a little knowledge to know-it-all- 
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ness. An adult is inclined to patiently 
listen and admire a young nine-year-old 
play his fiddle after the first lesson. Few 
adults would immediately advocate a Car- 
negie Hall recital. Why, then, claim the 
impossible for science? Recently I read a 
treatise on what the medical department 
should learn about an employee in a pre- 
placement examination. If all the things 
could be accomplished in a preplacement 
examination that this treatise claimed, all 
our employee relations would be solved. 
Let’s, at least in the beginning, stick to 


the earth—muddy and rocky as it may 
sometimes be. The human race has not 
progressed to the point where study of 


Einstein is considered proper subject ma- 
terial for kindergarten. Claiming to be able 
to do the impossible should not be part 
of a sound, down-to-earth preventive med- 
ical science. 

(4) Opposition of local medical men to 
industrial medicine is a factor. Only too 
often the man in management, considering 
the adoption of an in-plant medical pro- 
gram, will mention his intent to his per- 
sonal physician. His physician may be 
opposed to industrial medical practice either 
for selfish reasons or out of prejudice, 
and may use the old “rhubarb” that only 
the physicians without a true interest in 
curing the sick go into industrial medicine. 
The answer to this is proper stature, along- 
side the other medical specialties, of indus- 
trial medicine in organized medicine. 

(5) Failure of the industrial physician to 
attain a proper level of authority in manage- 
ment is another factor. The organizational 
line of American industry is a _ direct 
reflection of management interest and con- 
cern. At the top is the executive who holds 
his job by his ability to select subordinates 
who know their respective business. Next 
to him on the one side is the production 
man, and the other the financial 
man. There was a time in our economic 
life when this triumvirate ruled 
All personnel matters were purely second- 
ary, handled by a sub-sub-subordinate of the 
production man whose only qualifications were 
the sufficiently mature age 
a grandfatherly attitude toward all employees ; 
the ability to interpret all decisions of the 
triumvirate, no matter how harsh or un- 
reasonable; and the all-wise effusion of a 
divine oracle. In many industries that has 
changed. Today, in good management, the 
man responsible for personnel holds equal 
status with the production manager and the 
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on side 


supreme. 


following: a 


financial man. Where such is the situation, 
and the industrial physician is given a direct 
line of authority from and to this man, and 
if this is an able man, the practice of indus- 
trial medicine can be highly successful. 
Where, however, the personnel man having 
stature in top management is not a quali- 
fied man or does not have stature, whether 
qualified or not, the life of the industrial 
physician will be one horrible nightmare 
of frustration, with ulcers at age 50, and his 
head chopped off by the financial man at 
age 55. To bring industrial medicine into 
its own, it is as necessary to place it in 
its proper management level as it is to know 
its scientific content. 


(6) To be effective the preventive pro- 
gram must be positive and definite—under- 
standable to the management anid worthy of 
cooperation by employees. Unless the plan 
is positive and it is demonstrated to em- 
ployees that cooperation with it will enrich 
their own personal lives, the ‘activities in 
the plant on the part of nurses and the 
physicians will be interpreted’ by the em- 
ployees as unwarranted inter‘erence with 
their personal lives, activity o/ a bunch of 
old hacks trying to win loyalty: for manage- 
ment by passing out cheap advice and free 
pills, or at its worst, a spy system attempt- 
ing to discover the persona: failure and 
vices of the individual worke? so they can 
be made known to foremen and supervisors. 
Too often, industrial medicine in a plant is 
not planned. The doctor is ¢mployed, and 
the attack is made in all dirextions without 
rhyme or reason, to the po;nt where the 
employees find it of greater. value to stay 
home and feign sickness than to come to 
work. A positive program, hewever, worked 
out just as a safety program is worked out 
with labor and managemeht cooperation 
can be successful. 





Unless we can, through industry, harness 
the knowledge of medicine’ to prevent ill- 
ness, conquer disease and control the dam- 
aging effects of the aging process, we will 
crumble the financial structure of industry 
by attempting to impose upon it an ever- 
increasing cost for medical-cure. The prac- 
tice of spending thousands of dollars in 
industry for cure, withott concentrating 
every known tool of preverition, just doesn’t 
make sense. This isn’t the first time in the 
history of industrial management that prac- 
tices were followed that do not make sense, 
but the history of nonsense in industrial 
practice has always been the same. Either 
sense was reintroduced and the result 


changed to dollars which profited every- 
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body, or the individual establishment closed 
its doors to create another monument to 
unwise management. Unfortunately, the 
rapid development of ideas foreign to our 
way of life may not again permit such 
monuments to be created for individual 
unwise managements. 

The end may easily be curative medicine 
by government, followed by death of indus- 
try as we know it today. There are some 
who even now would welcome such an end. 
I don’t. Now is the time to make prevention 


A REPORT TO THE READER 
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In addition to these specific expense re- 
serves, there are also the miscellaneous re- 
serves which: appear on the liabilities page 
the statement. They include salaries, 
rents, accounts, fees, etc., due or accrued, 
and the estimated due accrued taxes. 
The major portion of the tax reserve con- 
sists of the tax on premiums imposed by 
the various states. 


of 


or 


Voluntary or Contingency Reserves 


It is quite the common practice to estab- 
lish voluntary or contingency reserves for 
both underwriting and investments. The 
form would include reserves to cover catas- 
the possibility of an un- 
favorable loss ratio due to inadequate rates 


trophe losses or 


“NO WHERES AN WHEREFORES’——-— 


| The following will, held valid in a 
Texas court, appoints executors but does 
not transfer any property: 
“Terrell Tex Jan 12—1950 
“this Letter is Written With the idea 
that Some thing might happen to me. 
that I would be wiped out Suddenly if 
this Should Happen my business would 
| be in awful shape no relatives, nobody 
| to do a thing So, this is written to try 
to have my affairs wound up in a rea- 
| sonable way in case of my Sudden 
Death. Would Like to have all of my 
affairs, Cash all assets including any 
3ank Balance turned over to Parties 
| named below With out any Bond or 
any Court action that can be avoided. 
“they to wind up my affairs in any 
way they See fit. U. C. Boyles Re- 
| frigeration Supply Co Charlie Hill Su- 
| perior Ice Co Should these Gentlemen 
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work. If we do, the future will belong to 
preventive medicine. Better health for the 
American people will be the dividend pay- 
able. With this health they can enjoy the 
dollars now lost through the purchase of 
cure. I ask you, isn’t it a nobler objective 
to keep a man in a position in which he 
can buy a steak, eat it and feel like he owns 
the world than it is to put a man into a 
position in which he can pay for a hospital 
room, eat a pill and feel grateful to all his 


associates? [The End] 


Continued from page 516 | 


or to hedge against increased dollar limits 
in the liability field during an inflationary 
period. Investment reserves are intended to 
prevent fluctuations in surplus due to un- 
realized profits on the investment portfolio 
Many companies maintain 
a security valuation reserve where the mar- 
ket value of higher than book 
value. The same problem exists as to bonds 
if valued at market, but most carry bonds at 
their amortized value. The New York In- 
surance Department requires this method for 
bonds eligible for such method of valuation. 


of the company. 


stocks is 


In conclusion, it is hoped that this thumb- 
nail sketch of the legal restrictions applicable 
to reserves of an insurance company will 
be helpful to agents in their dealings with 
the insuring public. 


need’ a third man Would Suggest Walker. 
National Bank of Commerce Each of 
these Gentleman to Receive $500.00 for 
his Services I have tried to make my 
wishes plain. of Course these Crooked 
Lawyers Would want a Lot of Whereas 
and Wherefores included in this. not 
much in favor of the organized Charities 
they are too Cold bloded also not much 
in Favor of any person over 21—Benefit- 
ting by my Kick off unless there is a 
good reason am inclined to play the 
children they are not Responsible for 
being here and Cant help themselves 


“Terrell-Feb. 7—1950 


“have Let this Letter get cold and | 
Read it again—to See if it Seemed abut | 
Right dont See much wrong except no 
wheres an Wherefores—excuse me 


“Lon Gresham” 
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Pennsylvania Commissioner 
Announces New Rates 


Insurance Commissioner Artemas C. Leslie 
has announced the approval of new insur- 
ance rates for automobile physical damage 
coverages. The rates were filed by the 
National Automobile Underwriters Associ- 
ation on behalf of its member and sub- 
scriber companies. The rate revision results 
in an over-all reduction and saving to Penn- 
sylvania policyholders of approximately 


$4,340,000 a year. 


The revision is made on a territorial 
basis and varies according to the loss 
experience in the several territories into 
which Pennsylvania is divided for rating 
purposes. 

Private passenger comprehensive cover- 
age rates increased in only two of the 
state’s rating territories, while $50 and $100 
deductible collision coverage rates cither 
decreased or did not change in the territories. 

Commercial local hauling collision pre- 
miums for $50 deductible coverage were 
reduced approximately 5% per cent, $100 
deductible coverage premiums were reduced 
approximately 8 per cent and for $250 
deductible coverage premiums there was an 
increase of approximately 9 per cent, result- 
ing in an average decrease for commercial 
local hauling collision premiums of approxi- 
mately 5% per cent. 


Nevada Ruling Corrected 


Paul A. Hammel, the Nevada Insurance 
Commissioner, has issued a corrected copy 
of Department Ruling 54-2. The original 
copy of the ruling was published in THE 
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The 


INSURANCE LAW JouRNAL last month. 
only significant change found in the cor- 
rected copy is italicized in the following 
portion of the ruling: 


than 
de- 


“No life insurance 
group insurance, shall 
livered in this state: 


policy, other 
be issued or 


“(c) Which contains a provision provid- 
ing benefits or values for surviving or 
continuing policyholders contingent upon the 
lapse or termination of other policyholders, 
whether by death or otherwise - 


Nebraska Amends 
Marine Underwriting Regulations 


The Nebraska Insurance Commissioner 
announced the adoption of Rule No. 28, 
which shall govern the underwriting au- 
thority of marine and transportation under- 
writers. The rule states as follows: 


“(1) Marine or inland marine insurance 
shall not be written to cover properties or 
classes thereof which are by general custom 
of the insurance business a proper subject 
for fire and allied insurance only, unless 
application to underwrite such properties or 
classes thereof on a marine, inland marine, 
or floater basis is made to and approved 
by the Director of Insurance. 

“(2) The so-called ‘Nation-Wide Marine 
Definition’, as adopted by the National 
Association of Insurance Commissioners in 
1933 and as amended in 1953 shall be con- 
sidered as a general guide in administering 
paragraph 1 above and in interpreting the 
statutory definition of marine and inland 
marine insurance which appears in Section 
44-201(1)(d) Reissue Revised Statutes of 
Nebraska, 1943.” 
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Pipers pete transfer to the In- 
A surance Code of a provision contained 
in Chapter 148, Section 5, Statutes of 1953, 
which is merely declaratory of the common 
law, would not in any way affect the Com- 
missioner’s liability for discretionary acts 
performed under other provisions of the 
code.— The Insurance Commissioner re- 
quested the Attorney General’s opinion as 
to the legal effect of codification of a statu- 
tory provision respecting the liability of the 
Insurance Commissioner for performance 
of certain official duties. The provision, Sec- 
tion 5 of Chapter 148, reads as follows: 

“The Insurance Commissioner shall not 
be liable to any claimant because the esti- 
mates of liability made under Section 
11716.1(c) of the Insurance Code have 
proved inadequate and have resulted in a 
reduction of the amount paid to any claim- 
ant; provided such estimates and any re- 
visions are made in good faith and in ac- 
cordance with law.” 


The Attorney General held that the statu- 
tory provision merely recited the common 
law liability of the Insurance Commissioner. 
He stated: “Since the statute thus merely 
declares a common law principle, it will be 
construed in the light of the common law 
in respect to the subject. 


“*As has been stated, the general rule 
in exposition of statutes is this: that, in a 
doubtful matter, and where the expression 
is in general terms, they are to receive such 
a construction as may be agreeable to the 
rules of the common law, in cases of that 
nature, for statutes are not presumed to 
make any alteration in the common law, 
further or otherwise, than the act does ex- 
pressly declare.’ (23 Cal. Jur. 785; Estate of 
Elizalde, 182 Cal. 427, 433; 188 Pac. 560; 
Guardianship of Reynolds, 60 Cal.App.2d 669, 
674; 141 Pac. 2d 498.)” 


Attorneys General 


The Attorney General, therefore, held 
that Section 5 of Chapter 148 did not in any 
way effect the liability of the Insurance 
Commissioner as otherwise provided by law. 
He stated further that the repeal of Section 
5 would not alter the Commissioner’s liabil- 
ity, but that if it were to be repealed as 
“unnecessary lumber,” since it merely ex- 
presses the common law rule, it would be 
best to expressly so state in the repealing act. 


The Attorney General stated that the 
transfer of the provision to the Insurance 
Code would not in any way affect the Com- 
missioner’s liability. He said that if the 
provision had any effect, it would result 
from its original enactment, and not by the 
placing of it in the code.—Opinion of the 
California Attorney General, June 17, 1954. 


| pearccecatg Wien a foreign insurance 
4 company is authorized to issue life and 
health and accident policies, but has made 
application for and received a certificate of 
authority in this state only to engage in the 
life insurance business, it is required as a 
condition precedent to issuance of renewal 
of its certificate of authority to pay to the 
State Treasurer the 2 per cent premium 
receipts tax prescribed by Section 205.43, 
Florida Statutes, computed not only on life 
insurance premiums paid by policyholders 
in this state, but also on premiums on health 
and accident policies paid in this state by 
insureds who became residents of Florida 
subsequent to issuance to them of such 
health and accident policies in other states. 
—The general counsel of the involved mu- 
tual insurance company recognized that 
Florida had the right to exact premium 
receipts taxes computed on the Florida 
business the company was authorized to en- 
gage in, but contended that the requirement 
of the state that there be included in such 
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computation premiums paid in this state 
by residents who prior to their removal here 
obtained such company’s health and acci- 
dent coverage constitutes an infringement 
of the company’s rights under the federal 


commerce clause. The counsel cited 51 
American Jurisprudence 748, 753 and 105 
A. L. R. 39, which deal generally with forms 
of taxation constituting burdens in relation 
to the commerce clause. 


The Attorney General, in his opinion 
directed to the Insurance Commissioner, 
held that the provision questioned by the 
general counsel was not unconstitutional. 
The Attorney General stated: 


“The two per cent tax imposed by § 205.43 
(2) F. S., is a privilege or license tax which 
must be paid as a prerequisite to a foreign 
insurance company engaging in business in 
this state. Peninsular Casualty Co. v. State, 
Fla., 67 So. 165. It is to be observed that 
said mentioned law does not purport to 
impose a direct tax upon premiums, but 
that such tax is described ‘As an amount 
equal to two per cent of the gross amount 
of receipts of insurance premiums paid 
by policyholders in this state’, with 
certain credits provided. It is to be noted 
that no specific provision of § 205.43(2), as 
to any authorized foreign insurer, limits the 
computation of the tax to only those premi- 
ums collected during the preceding calendar 
year on such an insurer’s contracts of the 
nature authorized in its certificate of author- 
ity; further, in its computation, the tax is 
not limited to premiums paid on contracts 
originally issued to residents of this state. 

“It is elementary that tax statutes, if 
ambiguous, are strictly construed in favor 
of the taxpayer and against the taxing power. 


E, g., 4. C. L. R. Co. v. Amos, Fia., 115 So. 


315. In relation to this question we do not 
consider there is any ambiguity. 
“The disturbing effect of the case of 


South-Eastern Underwriters 
> 5,533,288 L.: Bd. 
the passage by Con- 


United Siates v. 
Association, et al., 322 
1440, was followed by 
gress of Public Law 15 of March 9, 1945 
(U. S. C. A. Title 15, Sections 1011-1015). 
For instant purposes, the effect of that law 
is expressed in subsection (a) of said Sec- 
tion 1012: ‘The business of insurance, and 
every person engaged therein, shall be sub- 
ject to the laws of the several States which 
relate to the regulation or taxation of such 
business.’ Such doubts as may have existed 
with respect to validity of this legislation 
were removed by the case of Prudential Ins. 
Co. v. Benjamin, 328 U. S. 408, 90 L. Ed. 
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1342. The effect of that case was to recog- 
nize the right of the state to regulate and 
tax foreign insurers to the same degree as 
existed prior to the South-Eastern Under- 
writers case. 


“No time is here consumed citing author- 
ities to support the general assertion that 
a state may impose the conditions to be 
met by a foreign corporation prerequisite 
to its being permitted to engage in business 
in such state. 


“Florida has the gross premium receipts 
tax mentioned. Certain,of the states impose 
a tax on insurance companies based upon 
a percentage of gross receipts for the priv- 
ilege of doing business in such states. 
Appleman, Insurance Law and Practice, Vol. 
19 p. 293, § 10588. Statutes imposing such 
a tax have been held constitutional; North- 
western Mutual Life Insurance Co. v. State, 
Wis., 207 N. W. 430, 434, reversed on other 
grounds, 275 U. S. 136, 72 L.Ed, 202, and 
vacated on other grounds, 218 N. W. 98. 
See also Pittsburgh Life & Trust Co. v. 
Young, N. C., 90 S. E. 568; New York Life 
Ins. Co. v. Wright, Ga., 122 S. E. 706; North- 
vestern Mutual Life Ins. Co. v. State, Wis., 


wes 
155 N. W. 609, affirmed, 247 U. S. 132, 62 
L. Ed. 1025. Now reasonably it would seem 


to follow that if a gross receipts tax law is 


valid, there is nothing unconstitutioral in 
the requirement that the insurer here in 
computing the premium receipts tax re- 


quired by said § 205.43 shall include in such 
computation premiums paid in this state on 
its health and accident policies under the 
circumstances here found.’—Opinion of the 
Florida Attorney General, July 9, 1954. 


EVADA—Insurance agents cannot be 

concurrently licensed as insurance ad- 
justers.—The Attorney General, in answer 
to an inquiry of the Insurance Commissioner, 
ruled that it would be improper for an 
insurance agent to be concurrently licensed 
as an insurance adjuster. He stated, as a 
matter of public policy, this situation should 
be avoided. As a practical matter, it is 
difficult to conceive how an agent 
company could possibly expect to be re- 


for one 


tained as an adjuster for another company, 
if the latter company were aware of such 
fact—Opinion of the Nevada Attorney Gen- 
eral, May 4, 1954. 

A loss to an employer resulting from a 
strike by emloyees is an insurable event or 
risk, and the issuing of such a type of insur- 
ance contract is not contrary to public in- 
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terest.—The Insurance Commissioner asked the 





following questions of the Attorney General: 


“1. Is a loss to an employer resulting 
from a strike by employees an insurable 
event or risk. 


“2. Whether or not such a type of in- 


surance company might properly be organ- 
ized under the authority of Sec. 5 of Article 
1 with particular reference to Class II(h) 
of the Nevada Insurance Code. 


“3. Whether or not the issuing of such 
a type of insurance contract would be con- 
trary to the public interest.” 


The Attorney General reptied: 


“The Nevada State Legislature has, by 
virtue of Chapter 189, 1941 Statutes of 
Nevada (Sections 3656-3656.166, N. C. L. 
1929, 1931-1941 Supplement) as amended, 
entitled the ‘Nevada Insurance Act’, exer- 
cised the unquestioned power of the State 
to regulate insurance companies and the 
method of conducting an insurance business. 
(See Appleman, Insurance Law and Prac- 
tice, Vol. 19, Section 10321.) Such being the 
case, the answers to your questions must 
first be sought in the State law before turn- 
ing, if necessary, to the general insurance law. 


“Section 3656.04, N. C. L. 1929, 1931-1941 
Supp., being Section 5 of the Nevada Insur- 
ance Act, provides in part as follows: 


“ “Classes of Insurance. Insurance and in- 
surance business shall be classified as follows: 


““Class 3. 

“*(c) War, Riot and Explosions. Insur- 
ance against loss or damage by bombard- 
ment, invasion, insurrection, riot, strikes, 
civil war or commotion, military or usurped 
power, or explosion.’ (Italics supplied.) 


Fire and Marine, Etc. 


“It is the opinion of this office that the 
above quoted section expressly authorizes 
the issuance of insurance against loss or 
damage by strikes, and we have no reason 
to believe that the legislature intended the 
word ‘strike’ to mean anything other than 
labor strikes according to the general usage 
of the term. 

“Accordingly, your first and third ques- 
tions are answered as follows: 

“Question No. 1: A loss to an employer 
resulting from a strike by employees is an 
insurable event or risk. 

“Question No. 3: The issuance of an in- 
surance contract insuring an employer against 
loss or damage by strikes is not contrary to 
public interest. In answering this question 
we presume, as we must, that the legislature 
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has in mind at all times the interest and 
welfare of the public, and that such was con- 
sidered at the time of the enactment of the 
Nevada Insurance Act. 


“In your second question you ask whether 
or not the insurance company can properly 
be organized under Section 5 of the Nevada 
Insurance Act (Section 3656.04, N. C. L. 
1929, 1931-1941 Supp.) to insure against loss 
or damage by strikes, and you refer particu- 
larly to Class 2(h), which provides as follows : 


“*cth) Other Casualty Risks. Insurance 
against any other casualty risk not other- 
wise specified under classes 1 or 3, which 
may lawfully be the subject of insurance 
and may properly be classified under class 2.’ 


“It is our opinion that the organization 
and operation of such an insurance company 
is expressly authorized under Subsection (c) 
of Class 3 of the above cited section. Sub- 
section (h) of Class 2 is a general provision 
which is indicative of the broad liberal view 
adopted by the legislature with regard to 
the insurance business. The counterpart of 
Subsection (h) of Class 2 is found in Sub- 
section (g) of Class 3. Since there i$ an 
express provision, reliance on a general pro- 
vision is unnecessary. 

“While we have examined the general 
law on the subject of strike insurance and 
found it to be consistent with the foregoing, 
we do not feel that a discussion of it at 
this time will either add to or detract from 
our opinion.”—Opinion of the Nevada Attor- 
ney General, May 4, 1954. 
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The Pension Idea 


Industrial Pensions. Charles L. 
The Brookings Institution, 722 
Place, N. W., Washington 6, D. 
310 pages. $3.75. 

The the Supreme Court in 
the Inland Steel case, holding that pensions 
are a bargainable issue, provided the im- 
petus for this study by the Institute. The 
study thoroughly explores the development 
of the pension idea and the structure and 
operation of plans, looking into the social 
as well as the economic aspects of pensions. 


Dearing. 
Jackson 


C. 1954. 


decision of 


A widely held view is that as long as we 
have high corporate income tax rates a 
portion of the cost of pensions is borne by 
the federal government. ‘This is true, 
admits the study, for the short run. But in 
the long run the cost of the pension plan 
will have a tend@éncy to become imbedded 
in the cost-price structure: “It must not be 
forgotten that it is the economy as a whole, 
including employees in the governmental 
sector which finances the service of the 
government.” 

By 1960 about 22 million workers will 
be participating one way or another in in- 


dustrial plans. This is estimated to be 
about 30 per cent of the total working 
force of that period. It will require an 


investment of about $6 billion annually to 
support these pensions. 

So pensions are here to Society 
has imposed upon government a responsi- 
bility for care of the aged and retired 
worker. Society is also imposing a social 
responsibility on the employer for the em- 
ployee at least to supplement the social 
security program. To implement that ob- 
ject this study was made, and it contains 
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much valuable textual and statistical data 
of value to anyone who must concern him- 
self with the pension idea. 


Causes of Death Analyzed 


Legal Medicine, Pathology and Toxicology. 
Thomas A. Gonzales, Morgan Vance, Mil- 
ton Helpern, Charles J. Umberger and Har- 
rison S. Martland. Appleton-Century-Crofts, 
Inc., 35 West 32nd Street, New York 1, 
New York. 1954. 1,370 pages. $18. 

This book covers all aspects of the appli- 
cation of medical and pathological knowl- 
edge to questions of law involved in the 
investigation of death due to accidental or 
planned violence or poisoning, death due to 
natural or unknown causes or death which 
occurs under legally suspicious circumstances. 

The technical methods and procedures 
described are those in use by the personnel 
of the Medical Examiner’s office in the City 
of New York and reflect the cumulative ex- 
perience of handling more than 20,000 cases 
yearly. Also included are practical discus- 
sions of such subjects as investigation at the 
scene of death; the technique of autopsy; 
examination of semen, blood, hair and other 
materials; the legal relationship between the 
physician; malpractice; and insurance and 
survivorship. 


Juice Production 

The Chemistry and Technology of Fruit and 
Vegetable Juice Production. Donald K. 
Tressler and Maynard A. Joslyn. The Avi 
Publishing Company, Inc., 31 Union Square, 
New York 3, New York. 1954. 962 pages. $15. 

The first book on this subject was Fruit 
and Vegetable Juices, published in 1939, Be- 
cause of the tremendous advances in tech- 
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nology in the last few years that book is 
out of date and is surplanted by this volume. 
In rewriting the first book the authors have 
had the assistance of 20 collaborators, each 
a specialist in his field. As a result, each 
chapter of the present book has been writ- 
ten by an expert who has devoted years of 
study to the topic of which he writes. Fol- 
lowing are the titles of some of the impor- 


tant chapters: Preparation of Fruit and 
Vegetable Juices; Preservation by Heat 
Processing in Hermetically Sealed Con- 


tainers; Preservation by Freezing; Preser- 
ration of Fruit Juices by Sterilization Fil- 
tration, Chemical Preservatives, Etc.; De- 
terioration in Storage; Plant Design and 
Layout; Pineapple Juice; Grapefruit Juice; 
Orange Juice; Lemon and Other Citrus 
Juices; Grape Juice; Cherry, Berry and 
Other Fruit Juices; Fruit Juice Beverages; 
Tomato Juice; Dehydration of Juices; Fruit 
Juice Syrups; and Government Standards 
and Regulations. 


ARTICLES | 


Articles of interest 
legal publications 


in other 


Imputed Contributory Negligence .. . 
“Tt is where no ground of plaintiff's per- 
sonal negligence appears that the question 
of imputed negligence becomes important,” 
says this article’s author, a professor of law, 
Yale Law School. This doctrine was once 
used to aid and enlarge the defense of con- 
tributory negligence, but the defense came 
to be thought overly strict, and the justifica- 
tion of imputation was apparently lost. 

Problems of vicarious liability, and of a 
bailor’s or a father’s negligence, have lately 
brought the question of imputed negligence 
into consideration. Some 
puted the negligence of a child’s custodian 
to one or both parents; some decisions have 
used this doctrine in pin-pointing the negli- 
gence of one parent who was acting as 
custodian. The author feels that: “Such rul- 
ings stand on shaky footing, are altogether 
indefensible and are being increasingly re- 
jected.”—James, “Imputed Contributory 
Negligence,” Louisiana Law Review, Febru- 
ary, 1954. 


cases have im- 


Stepping on the Gas ... The courts of 
metropolitan areas of the country have piled 
up such a backlog of cases that the question 
of whether or not our judicial systems are 


Books and Articles 








meeting today’s needs arises over and over 
again. There is a growing tendency to 
prolong trials; cases are being “overtried”; 
terms and issues are not clearly defined. 
In short, pleading has become a lost art. 

The author, a Milwaukee, Wisconsin at- 
torney, suggests that pleadings be properly 
drawn and that issues be clearly framed. 
Descriptions of special damages and of per- 
sonal injuries should be promptly secured. 
Of automobile cases he says: “There is no 
reason for postponing negotiations for set- 
tlement. The overwhelming majority of 
insurance companies prefer to settle claims 
without court expense.” 


Only wholehearted cooperation on the 
part of the bar can effectively eliminate the 
congestion in trial courts.——Arnold, “Every- 
day Problems in the Trial of an Automobile 
Action [Wisconsin],” Marquette Law Review, 
Winter, 1953-1954. 


Insurance in Oklahoma . . . This article 
covers functions and procedures of each of the 
supervisory and regulatory bodies of the Okla- 
homa State Insurance Department: the in- 
surance commissioner, the state insurance 
board, the fraternal insurance board and the 
state burial board. It discusses the inade- 
quacy of the insurance code of that state, 
evidence of which is the jurisdictional enigma 
created by the conflict and overlap of duties 
of the commissioner and the insurance board. 

Complete recodification of the insurance 
code, as outlined by the commissioner in 1952, 
is suggested as a remedy for this situation by 
the author, who is an Oklahoma City attorney. 

—Russell, “The State Insurance Department,” 
Oklahoma Law Review, May, 1954. 


Interspousal Liability . . . The conflicts 
rule of lex loci delicti, applied to the prob- 
lem of interspousal liability for automobile 
accidents, has helped to establish a pattern 
of decision which creates a “disconcerting, 
confused state of the existing case law,” says 
the author. The nature of the marital rela- 
tion should be determined by the principles 
of family law, not by the principles of tort 
or by the law of a place with which the 
spouses have only a temporary connection. 
The rule is inadequate, and to find a desir- 
able alternative foreign experience must be 
examined. Mr. Ford, a member of the 
California bar, advocates adoption of the 
lex loci domicilti approach, which would mean 
abandonment of the former rule. — Ford, 
“Interspousal Liability for Automobile Ac- 
cidents in the Conflict of Laws: Law and 


Reason Versus the Restatement,” University 
of Pittsburgh Law Review, Spring, 1954. 
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New Regulation Governs 
Classification of Income 


Alfred J. Bohlinger, Superintendent of 
Insurance of New York, announced the 
promulgation of Regulation No. 33 which 
affects the reporting and allocation of in- 
come and expenses by life insurance com- 
panies in New York State. It will become 
effective January 1, 1955. 

The formal regulation, which was promul- 
gated after two years’ intensive study by 
personnel of the New York Insurance De- 
partment and conferences with industry 
representatives, is substantially the same as 
the proposed regulation except for minor 
amendments. In this connection, a number 
of the changes suggested by the Life In- 
surance Association of America, American 
Life Convention and individual companies 
at the June 18 hearing on the proposed 
regulation have been accepted. 

The regulation is composed of two parts. 
The first part deals with the rules for the 
classification of income and expenses. The 
second part establishes standards for the 
allocation:of expenses between lines of busi- 
ness and between insurance and investment 
portions. 

The effective date of the first part has 
been deferred until January 1, 1956, as to 
any rules or portion thereof which conflict 
with the instructions of the National Asso- 
ciation of Insurance Commissioners appli- 
cable to annual statements 1955. This 
action was taken to obviate the possibility 
of conflicting state requirements in filing 
reports. It was indicated that the 


for 


annual 


department would consider suspending the 


effective date of this part for the following 
year if the differences had not been resolved 
by that time. 
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Used-Car Dealers Must Eqert 
‘*Reasonable Care”’ in In,pecting 


A recent holding of the Kegtucky Court 


of Appeals may have a prgfound effect 
upon our present law. The Nourt, in the 


case of Gaidry Motors, Inc. 
AUTOMOBILE CASES (2d) 
used-car dealer is required to se reasonable 
care in inspecting used caig’ for defects 
before resale. If the dealer fgils to inspect 
and a mechanical defect caus*’s an accident, 
the dealer is liable for any i¥juries arising 
out of the accident. By 

The evidence in this case¢ndicated that 
the defendant used-car dear sold a car 
that had grease on the braké drum of the 
right rear wheel. The grea: was leaking 
from the grease cell, and Nould be seen 
on the outside of the wheel. “fhe purchaser 
was involved in an acciden& in which the 
car skidded onto a sidewall-¥ and pinned a 
pedestrian (plaintiff) to a $all. Two ex- 
perienced automobile mec/§nics testified 
that grease on a brake dsim will cause 
the brakes to grab and sc&netimes cause 


Brannon, 4 
N 
hy held that a 





a car to skid. s 
* 
The court, in its origina! decision last 


fall, voted six to one in favor of holding 
the used-car dealer respofisible for the 
injuries sustained by the pidestrian. The 
court stated: : 

“Tt is common knowledge that old cars 
are more likely to be subject to mechanical 
defects than are new ones.. The turnover 
in ownership of used cars is fairly rapid, 
and the majority of these: cars are sold 
through used car dealers. The used 
dealer is in a better position, by reason of 
his opportunity, than his average customer, 
to discover what defects might exist in any 
particular car to make it a menace to the 
public. We are of the opinion it is not too 


Car 
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PERSONS AND EVENTS 


The American Management Associa- 
tion will analyze the new federal tax 
law and its impact on corporate man- 

| agement at a special briefing session 
| to be conducted August 19-20 at the 
Hotel Statler, New York. Several hun- 
dred business executives from all parts 
of the 
attend 


United States are expected to 
the meeting. The 
the sessions will present an item-by-item 


speakers at 


harsh a rule to require these dealers to use 
reasonable care in used 
before resale to these 
which cannot 
until 


inspecting cars 


discover defects, 
the customer often 


too late. 


discover 


“Tort liability is not based upon repre- 
sentations or warranties. It 
duty imposed by the law upon one who 
may foresee that his actions or failure to 
act may result in an injury to others.” 


is based on a 


Judge Combs, in a dissenting opinion, 
stated: “But it seems to me the basic weak- 
ness in the opinion [majority] is that the 
court suit for 


damages what must be done, if at all, by 


is attempting do to in a 


the legislature under the police power of 
the state.” 

The court narrowed its vote to a margin 
of one as it made its original ruling final 
by rejecting the used-car dealer’s petition 
for a rehearing. In the final action, Chief 
Justice Porter Sims and Parker W. Duncan 
joined the dissent of Judge Bert T. Combs. 

It would appear that the court’s holding 
in this case will precipitate much new litiga- 
the State of 


tion in Kentucky. 


“Use” of an Airplane Construed 


\ trespasser, who negligently starts an 
airplane and crashes it into a hangar, does 


not have “care, custody or control” of it, 
and his actions do not constitute a “use” 
of an airplane within the meaning of the 


exclusionary clauses of a liability insurance 
policy. This decision was reached by the 
United States Court of Appeals the 
Eighth Circuit in the case of Great American 
Indemnity Company of New York v, Salts- 
4 Avr. 17,390. Thus, the 
company involved in this action was held 
liable for the damage to the airplane. 


for 


man, insurance 


The Coverage 


interpretation of each of 14 major areas 
of the corporate tax law in which there 
are substantive changes. 


The American Institute for Property 
and Liability Underwriters, Inc., elected 
Guy T. Warfield as their president at the 
annual meeting of the board of trustees 
in Philadelphia on July 28. Mr. War- 
field succeeds C. R. McCotter, who has 
held the office for two years. 


The insured, a practicing physician, had 
a policy which obligated the insurance com- 
pany “To pay on behalf of the insured all 
sums which the insured shall become obli- 
gated to pay by reason of the liability im- 
posed upon him by law for damages 
because of injury to or destruction of prop- 
erty. fe 


The policy did not apply: 


“(b) to the ownership, maintenance or 


use, including loading and unloading, of 

(1) motor vehicles . . ., (2) watercraft 
., or (3) aircraft; 

a to injury to or destruction of 


property used by, rented to or in the 


custody or control of the insured. 


care, 

On November 28, 1951, the insured landed 
his plane at an airport. Shortly thereafter 
another plane landed, and was left unoccu- 
pied and unguarded. The insured, who had 
in mind purchasing a new plane, entered the 
cockpit of the unoccupied plane for the 
purpose of inspecting its mechanism and 
various gadgets. In the course of the in- 
spection, the insured engaged the starter 
control. The insured was under the errone- 
ous that the starter control 
could be engaged without starting the en- 


impression 
gines. To his surprise the engines started, 
and the plane accelerated and crashed into 
a hangar. 


A judgment was recovered against the 
insured for the amount of the damage to 
the airplane. The insured had given the 


insurance company notice of the commence- 
ment of the action against him, and tendered 
to it the the 
declined. The insured then gave the com- 
pany notice of the judgment and demanded 
that it Upon the 
refusal to pay the judgment, the insured 


defense of action which it 


pay same. company’s 


brought this action. Judgment was entered 
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for the insured, and the insurance company 
brought an appeal contending it was not 
liable because of the exclusions contained in 
the policy. 

The circuit court adopted the view of the 
trial court in regard to whether the in- 
sured’s actions constituted:a “use” of the 
airplane. The trial court stated: “The Court 
is convinced that the term ‘use’ as em- 
ployed in the exclusionary clauses was 
intended to mean and does mean _ the 
ordinary use or employment of the property 
or aircraft.” Thus, the insured’s action did 
not constitute a “use” of the airplane as the 
insured certainly did not employ the air- 
plane in the usual or ordinary. manner. 

The court stated that the words “care, 
custody or control” as used in the exclusions 
of the policy connote a lawful and cus- 
tomary situation. They do not contemplate 
that a mere trespasser inspecting an air- 
plane has either the “care, custody or con- 
trol” of it. 

The insured is not profiting by his own 
wrong, according to the court, but is simply 
being indemnified against the result of his 
own wrongful acts. That, for the most part 
at least, is the purpose of liability insurance. 

The court stated further: “The acts of 
the plaintiff in this case were negligent acts 
and in that sense were wrongful but they 
were not, so far as disclosed, wilful, mali- 
cious, nor criminal, and no public policy 
is involved in permitting one to insure 
against the results of such acts.” Judgment 
was accordingly affirmed for the insured. 


Members’ Opinions Solicited 


The Illinois State Association of Life 
Underwriters, Inc., has sent a letter to all 
of its members requesting their opinion on 
a number of subjects. 

The letter stated that the NALU Model 
Agents Qualification and License Bill has 
been approved by the Illinois association 
each year for the past five years, but that 
the Illinois Insurance Code does not yet 
conform in all respects. The association 
believes the code should be amended to 
conform to the model bill, insofar as its 
application to life insurance agents is con- 
cerned. 

The association believes that Section 230 
of the Illinois Insurance Code (Group Life 
Insurance Defined) should be amended as 
follows: 

(1) Change group life from 25 to ten 
lives as a minimum. 
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(2) Establish maximum limits of $20,000 
of group life insurance on one life under 
one contract, or an aggregate maximum of 
$40,000 on one life, or one and one-half times 
annual compensation—whichever is less. 

(3) Forbid the writing of group creditor 
life insurance in connection with the sale 
of mutual fund investments or similar types 
of investments. 

The association expressed the opinion that 
it should continue to oppose the legality of 
the writing of group life insurance for the 
dependents of employees under a group 
life plan. The Illinois code at present pro- 
hibits the writing of this type of coverage. 


Credit Life Insurance on Increase 


The Institute of Life Insurance reports 
that the use of credit life insurance has 
grown to the point where some $30,000,000 
in death claims were paid under this type 
of policy in 1953. At the start of this year 
there was $8,706,000,000 of credit life in- 
surance outstanding in this country, cover- 
ing 17,861,000 individual loans. Only ten 
years ago, the aggregate of credit life 
insurance in force was $275,000,000, repre- 
senting 1,856,000 loans. The number of 
borrowers has increased almost ten-fold in 
the years since 1943. 

Credit life insurance is the type written 
by life companies through lending institu- 
tions, and covers the borrowers in the 
amount of their loans. 

This type of protection is written in two 
ways: as group insurance and also as ordi- 
nary insurance. At the start of this year, 
the group credit life insurance ownership 
totaled $6,855,000,000 in 13,550,000 indi- 
vidual certificates under 19,000 master poli- 
cies. At the same time, ordinary credit 
life insurance totaled $1,851,000,000 in 
4,311,000 individual policies. 

Inasmuch as this type of insuratice applies 
primarily to small loans, the average size 
of the policy in force is relatively small, 
being only about $490. The annual pur- 
chases are relatively large in relation to the 
amount in force, as the loans covered are 
usually of short duration. Last year, for 
instance, the purchases of credit life insur- 
ance, taking into account the new group 
contracts and ordinary policies, totaled 
$3,250,000,000, about 37 per cent of the 
$8,706,000,000 in force at the end of the 


year. 
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NEGLIGENCE 
Summaries of Selected Decisions 
Recently Reported by CCH 
NEGLIGENCE REPORTS 


High Tension Wire Not a Trap 


A high tension wire is not a trap or pit- 
fall of such a nature to render its owner 
liable to a licensee child who was shocked 
while passing beneath it carrying an elec- 
trical conductor. Alabama. 


For some 15 years a steel corporation had 
maintained a high voltage line across its 
property. This included an open field which 
for a long period the company used as a 
dumping ground for refuse taken from its 
mining operations. The wire line was con- 
structed according to the requirements of 
the National Standard Electric Code, which 
provided for a clearance of 17 feet as to pedes- 
trians. The company’s dump had a clearance 
of 25 feet when it was constructed, but slag 
was dumped under the wire in heaps in 
places as on other parts of the area. The 
plaintiff, a 16-year-old boy, passed under this 
wire over the top of one of the dumps with 
a seven-foot-five-inch metallic rod in his 
hand, and received a severe electric shock. 
The boy was running along a path over the 
area of land belonging to the company, when 
the accident occurred. This path over the 
company’s land had been used for several 


Negligence 


Selected Decisions 
from All Jurisdictions ; 


The evidence does not show the 
clearance at the point of the accident, nor 
the height of the boy. In the lower court 
the boy recovered a judgment against the 
company for its alleged negligence, and the 


company brought this appeal. 


Held: The judgment for the boy should 
be reversed and the cause remanded. The 
high tension wire did not constitute a trap 
or pitfall which would render its owner lia- 
ble to a child who was shocked while passing 
beneath it carrying an electrical conductor. 
It is not necessary in the exercise of due 
care to guard against results which should 
not be reasonably anticipated. The court 
quoted Sheffield Company v. Morton, 161 
Ala. 153, 49 So. 772, which states: “Every 
theory of negligence works around to the 
question whether some one did or failed to 
do what a reasonably prudent and competent 
man would be expected to do under given 
circumstances. In determining what pre- 
cautions were reasonably necessary and in- 
cumbent upon the defendant in the use of 
its property at the place in question, it must 
be held to have considered the known extent 
and nature of the use to which the place was 
customarily put by others than its owner.” 
This duty exists whether an injured child be 
classified as an invitee or licensee—and some- 
times even a trespasser if the defendant 
should have anticipated the injury. In our 
problem, the boy appears to be a licensee as 
he was upon an often-used short-cut on the 
company’s property.—Republic Steel Corpo- 
ration v. Tillery. Alabama Supreme Court. 


years. 


May 13, 1954. 3 Neciicence Cases (2d) 719. 
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Golfer Liable for Negligence 


Where one violates a custom of golf by 
driving a third ball from a tee after his 
second drive was in the fairway, and he 
fails to warn the rest of the foursome of 
his intention to hit a third drive, he is 
guilty of negligence and liable for the 
injuries caused by his third drive striking 
another player. Pennsylvania. 


The defendant, plaintiff and two others 
had just completed playing 18 holes, and 
decided to play a few more holes. The 
defendant was the first to tee off. He 
“hooked” his first drive out of bounds— 
a distance of approximately 30 to 35 yards. 
His second drive rolled about 40 yards from 
the tee into the fairway. While the others 
went to look for defendant’s first ball, the 
defendant teed up a third ball and swung 
again. The ball struck the plaintiff on the 
back of the head. Following the accident, 
plaintiff suffered serious headaches, dizzy 
Plaintiff was an insur- 
He was unable to attend to his 
During the fol- 
lowing six weeks he was able to spend only 
a few hours a day at the office. From Sep- 
tember 8, 1951, the day of the accident, to 
January 1, 1952, the plaintiff was unable to 
solicit and during the 
entire year of 1952 he was able to devote 
only a portion of his time to the business. 


spells and nausea. 
ance agent. 
business for seven weeks. 


any new business, 


Plaintiff received no fixed salary, but de- 
rived his living from commissions. Plaintiff 
brought suit against the defendant for his 
alleged negligence in driving the third ball 
from the tee. The plaintiff produced a rec- 

; 
ascertaining the loss of income he had sus- 
tained. The defendant that the 
plaintiff assumed the risks of the game, and 
that he was guilty of contributory 
gence in failing to watch alertly for defend- 


ord of his prior earnings as a means « 


contends 
negli- 


ant’s shot. Judgment was entered for the 
plaintiff, and defendant appealed. 

Held: Judgment affirmed for the plain- 
tiff. The court stated that a who 
plays golf assumes some risks of the game. 


person 


However, all golfers know that if a second 
drive is on the fairway, it is to be played. 
The defendant was negligent in not warning 
the others that he intended to hit a third 
ball. This risk was not assumed by the 
plaintiff. 

The plaintiff was not guilty of contribu- 
tory negligence. If the defendant had 
played his second ball, he could not pos- 


570 


sibly have hit the plaintiff as he was standing 
behind the ball. 


While the plaintiff could not prove the 
exact amount of loss of commissions, it is 
indisputable that he suffered some loss of 
earnings. 
sarnings was the best and probably the only 
evidence that could be produced to ascer- 
tain the loss, and it is sufficient to sustain 
the jury’s verdict.—Getz v. Freed. 
vania Supreme Court. May 24, 
3 NEGLIGENCE Cases (2d) 815. 


Plaintiff’s evidence of his prior 


Pennsyl- 


1954. 


Short Shorts from the Courts 


North Carolina . . 
dent 
rest room is an obvious condition of which 


Any danger inci- 
to the difference in floor levels in a 
the owner need not give notice.—Reese v. 
Piedmont. North Carolina Supreme Court. 
June 4, 1954. 3 NEGLIGENCE Cases (2d) 775. 

Louisiana ... A restaurant was liable to 
a guest for serving him pompano en papil- 
otte which contained a large piece of crab 
shell, a substance foreign to that dish.— 
Arnaud’s Restaurant, Inc. v. Cotter. United 
States Court of Appeals for the Fifth Cir- 
cuit. May 20, 1954. 3 NEGLIGENCE CASES 
(2d) 768. 


California The plaintiff, whose dogs 
were poisoned, was able to maintain an 
action against a dog food manufacturer 


on a theory of implied warranty of fitness 
without a showing of privity of contract.— 


McAfee v. Cargill, Inc. United States Dis- 
trict Court for the Southern District of 
California. May 21, 1954. 3 N&GLIGENCE 


Cases (2d) 795. 


Missouri . .. A motorman who failed t 
see a pedestrian in a crosswalk ‘until she 
was within 20 feet of the trolley was negli- 
gent in failing to maintain a proper look- 
out.—Markovich v. Kansas City Public 
Service Company. Missouri Supreme Court. 
April 12, 1954. 3 NecLiceNcE Cases (2d) 
824. ‘ 

Florida . Whether a contractor was 
negligent in leaving a window +rame bal- 
anced in a precarious position ’n a place 
where it that children were apt to 
play presented a question of fact for the 


knew 


jury to determine.—Carter v. 
dow Company. Florida Supreme ¢/ourt. June 
1, 1954. 3 NrGLiceENce Cases (2:1) 756. 
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LIFE 
Summaries of Selected 

Decisions Recently Reported 

by CCH LIFE INSURANCE 


REPORTS 





Concealment of Ovarian Cyst 
Not Material Misrepresentation 


Where an ovarian cyst did not contribute 
to the cause of death, nondisclosure in jn- 
sured’s application of its existence does 
not constitute a material misrepresenta- 
tion, and the insurer can not rescind the 
policy because of “moral risk.” Kansas. 


The insured died from taking an overdose 
of sleeping pills. She had a life insurance 
policy which called for the payment of 
$2,000 on the anniversary of the policy on 
which her nearest birthday was 65, and 
the $4,000 if her death resulted 
from accidental means. The beneficiaries 
under the policy brought suit for the pro- 
ceeds of the policy alleging that the insured 
died of accidental intoxication. Since there 
was no evidence that the insured was aware 
of what amount of the sleeping pills was 
lethal, the insurer failed to prove that her 
intent was suicidal. The insurer set up the 
defense that the insured in her application 
failed to tell of her attendance by various 
physicians and of the existence of an ovarian 
cyst, which would bar recovery as a matter 
of law as it constituted misrepresentations 
material to the risk. Kansas General Stat- 
utes, Chapter 40, Section 418 (1949), reads 
as follows: 


sum of 


“No misrepresentation made in obtaining 
or securing a policy of insurance on the life 
or lives of any person or persons, citizens 
of this shall be deemed material or 
render the policy void unless the matter 
misrepresented shall have actually contrib- 
uted to the contingency or event on which 
the policy is to become due and payable.” 


The insurer relies on Becker v. Surety 
Company, 105 Kan. 99, 181 P. 549 (1919), 
and some other similar which held 
that a fraudulent concealment which in- 
creased the moral risk, and which, if known 
by the insurer, would probably have pre- 
vented the issuance of the policy, are not 
affected by the above statute. A misrepre- 
sentation held 
The insured’s 


state, 


cases 


creating a moral risk 


material under these holdings. 


Life, Health—Accident 


was 


beneficiaries allege that inasmuch as the 
misrepresentations of the ‘insured did not 
have any effect upon her death, the policy 
was still applicable. The jury returned a 
verdict for the beneficiaries after the in- 
surer’s motion for a directed verdict was 
overruled. The insurer brought this appeal. 

Held: Judgment for the beneficiaries 
affirmed. The court held that in view of 
the clear and explicit language of the statute 
cited it was unwarranted to engraft on the 
statute an exception of “moral risk” as was 
allowed in some cases. In view of this 
holding, the statute applies and makes the 
insured’s misrepresentations immaterial. As 
the insurer failed to prove that the insured 
died as a result of suicide, she must logically 
have died from accidental means, and the 
$4,000 payment would be due under the policy. 


The minority opinion of the court held 
that the “moral risk” doctrine was sound 
and should be adhered to and followed.— 
Hawkins v. New York Life Insurance Com- 
pany of New York. Kansas Supreme Court. 
April 10, 1954. 1 Lire Cases (2d) 921. 


Power Coupled with Interest 
of Creditor Is Irrevocable 


Where an insured assigns the power to 
surrender two life insurance policies for 
cash value as collateral on a bank loan, 
the power is coupled with the interest of 
the creditor and is irrevocable, and the 
subsequent mental incompetency of the 
insured is irrelevant. New York. 


The insured assigned two life insurance 
policies to a bank as collateral on a loan. 
The assignments or pledges conferred upon 
the bank “the sole right, without notice to 
or assent by the insured or beneficiary, to 
surrender the policy and to receive the 
surrender value thereof at any time that 
such surrender value is available.” When 
the insured’s first note became due, the 
bank surrendered the policies to the de- 
fendant life insurance company and applied 
the total cash surrender value of $11,275 in 
part payment of the first note. The bene- 
ficiaries of the insured brought this action 
against the insurance company alleging that 
the surrender of the policies was done at 
the request and under the direction of the 
insured with the bank merely acting as his 
agent, and as the insured was mentally in- 
competent at this time, the surrender is 
rendered voidable. They contend that the 


bank’s right to take the cash value under 


the assignment was irrelevant as the bank 
did not exercise such right but acted as 
571 





the insured’s agent. The insured was never 
judicially declared incompetent. The insur- 
ance company’s motion for a summary judg- 
ment was denied by the lower court on the 
ground that triable issues of fact were raised 
as to the questions of agency and competency. 


Held: The order appealed from should 
be reversed, and summary judgment en- 
tered for the insurance company. The court 
quoted In re Tabbagh’s Estate, which stated: 
“Tf a power is given as security for a debt 
and the property which is the subject mat- 
ter of the power is delivered or assigned 
with the power to the creditor as a part of 
the same transaction, the power is coupled 
with an interest in the hands of the creditor 
and is irrevocable.” As the bank’s power 
to take the cash value of the policies was, 
therefore, irrevocable, vicarious responsibility 
follows as a matter of course. The court 
stated: “In short, there is no way known 
to the law by which a man may adopt the 
act of an agent in order to make it his own, 
and then reject the act because of his in- 
competency. If he is incompetent, either he 
has no agent, or, as in the case of a power 
coupled with an interest, his incompetency 
is irrelevant.” The court thus held that in 
the case at bar there were no triable issues 
presented as to whether the bank in surren- 
dering the policies acted in its own behalf 
as assignee or as agent of the insured, and 
as to the insured’s mental capacity. The 
bank had a power coupled with an interest 
which is deemed irrevocable by law.— 
McNerney v. Aetna Life Insurance Company 
New York Supreme Court, Appellate Divi- 
sion. April 28, 1954. 1 Lire Cases (2d) 898. 


Group Insurance Contract Breached 


Where the language of a provision of a 
group insurance policy clearly indicates 
that the insurer cannot change the rate 
plan without the insureds’ agreement, an 
insured is entitled to damages in the 
amount of premiums paid plus interest in 
the event the insurer substitutes a differ- 
ent plan without the insureds’ consent. 
Tennessee. 


The involved group insurance policy cov- 
ered the lives of 171 members of a postal 
employee’s society. The policy set out the 
amount of insurance available to members 
according to age, and contained a schedule 
of premium rates per thousand dollars at 
all ages from 15 to 100 years, inclusive, 
effective at the beginning of the policy year 
for which the premium was payable. One 
policy provision provided: 
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a : ; x ; 
“Unless or until otherwise provided by 
the . . . [postal employee’s <ociety], each 


member insured hereunder slvall pay the 
same rate per $1,000 of insuxance. This 
individual premium rate per $12)00 of insur- 
ance will be determined at the beginning of 
each policy year by dividing te total pre- 
mium calculated as provided *n the policy 
contract by the total insuranc« benefit, and 
this rate shall be applicable to :ach member 
insured hereunder regardless o# age. 


“Any employee insured hereunder whose 
membership in the . [postal employee’s 
society] is kept in good standing, may have 
his insurance granted hereuncer continued, 
so long as this group policy is continued in 
force and the premiums due or such insur- 
ance are duly paid by the employer to the 
company.” : 


» 


Another policy provision stiited: 


“At the end of each year fom date hereof 
the Company shall have the right to change 
the premium rates at which‘subsequent re- 
newals shall be computed,’ such changes 
being based on the Company’s classified 
group mortality experience; and schedules 
then in force.” , 


The group insurance con*pany went into 
receivership, and an order: authorized an- 
other insurance company to take over the 
group insurance policy. ‘this latter com- 
pany received the same benefits and burdens 
under the policy as did the prior insurance 
company. The instirance company 
wrote the society that the rates were to be 
changed from the step-rate plan to the 
attained-age plan. The inSurance company 
relied on the last quoted: policy provision 
for its authority to charge the payment 
plan. The plaintiff (insured) elected to 
consider the policy at an end and sued the 
new insurance company ti recover the just 
value of the policy, or ‘such measure of 
damages as the court woukl award. The in- 
sured received judgment in the lower courts in 
the amount of premiums paid plus interest. 


new 


Held: Judgment affirmed for the insured. 
The court held that the policy itself did 
not have any value. The court stated that 
the provision relied on by the insurance 
company gave them the right to change 
the premium rates at the end of each insur- 
ance year, but not to change the payment 
plan. Thus, the insurance company breached its 
contract by substituting the new payment plan 
without obtaining the insureds’ agreement.— 
Kentucky Home Mutual life Insurance Com- 
pany v. Rogers. Tennessee Supreme Court. 
May 21, 1954. 1 Lire Cases (2d) 916. 
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| Summaries of Selected Deci- 
| sions Recently Reported by 
| CCH FIRE-CASUALTY IN- 
| SURANCE REPORTS 


Broker's Liability 


A property owner’s promise to take a 
policy of insurance is sufficient considera- 
tion for the broker’s undertaking to carry 
out his instructions with respect to the 
policy, and the broker is liable for his 
negligent failure to do so after the owner’s 
house burns. Arkansas. 


The defendant, a real estate and insurance 
agent, while closing the sale of property to 
the plaintiff-buyer, agreed that he would 
either have the seller’s insurance policy trans- 
ferred to the buyer or would obtain like 
insurance for the buyer. The defendant- 
broker failed to obtain any insurance on the 
buyer’s home, and after the home burned 
the buyer brought this action against the 
broker for damages for breach of contract. 
Judgment was for the buyer, and the broker 
appealed on the grounds that there was no 
definite contract made between the parties, 
and also that there was no consideration 
for any undertaking on his part to obtain 
insurance for the buyer. 


Held: Judgment for the buyer affirmed. 
The broker’s interest in completing the sale 
as well as his profit from writing insurance 
constituted a sufficient consideration to sup- 
port his promise to the buyer to “see about 
the insurance,” and thus there was a valid 
contract for the breach of which damages 
would lie. The court stated that Derby v. 
Blankenship, 217 Ark. 272, 230 S. W. (2d) 
481, was the ruling case. In that case, the 
court approved an instruction which declared 
the law to be “ that where an insurance 
agent undertakes to procure a policy of in- 
surance for another, the law imposes upon 
the agent the duty, in the exercise of rea- 
sonable care, to perform the obligation that 
he has assumed, and the agent may be held 
liable for any loss—within the amount of 
the proposed policy—suffered by the appli- 
cant attributable to the agent’s failure to 
provide such insurance.” 

The court quoted 29 American Jurispru- 
dence 130, which states: “It may be laid 
down as a general rule that a broker or agent 
who, with a view to compensation for his 


Fire and Casualty 





services, undertakes to procure insurance on 
the property of another, and, unjustifiably and 
through his fault or neglect, fails to do so, 
will be held liable for any damage resulting 
therefrom. Although there is some author- 
ity to the effect that one who gratuitously 
undertakes to procure insurance for another 
is not liable for his omission to do so, it is 
generally accepted that the undertaking in 
itself imposes a duty to procure such in- 
surance, and according to some authorities, 
the trust and confidence imposed in a broker 
employed to secure insurance on property 
afford a sufficient consideration for his un- 
dertaking to carry out the instructions given. 
The general rule in such respect is that 
where an insurance agent or broker under- 
takes to procure a policy of insurance for 
another, affording protection against a desig- 
nated risk, the law imposes upon him the 
duty, in the exercise of reasonable care, to 
perform the duty he has assumed, and within 
the amount of the proposed policy, he may 
be held liable for the loss properly attribut- 
able to his negligent default. The promise 
by a property owner to take a policy of in- 
surance, for the securing of which he employs 
a broker, has been declared to be a sufficient 
consideration for the broker’s undertaking 
to carry out his instructions with respect to 
the policy.”—Lawrence v. Francis. Arkansas 
Supreme Court. April 26, 1954. 8 Fire AND 
Casuatty CASES 346. 


Advance Notice of Termination 
Requirement Construed 


The failure to give mortgagee a required 
five-day advance notice of termination of 
a policy has the effect of extending the 
coverage of the policy for the five-day 
period. Wisconsin. 


The insured took out a policy of fire in- 
surance with the insurer which provided 
coverage for a term of five years with stated 
premium payable annually. The following 
printed paragraph appeared on the applica- 
tion which was attached to the policy and 
incorporated therein by reference: 


“For and in consideration of an insurance 
policy issued to me by [insurer] and 
the same being issued for a term of five 
years on the annual premium plan, I do 
hearby agree and bind myself and my heirs 
and assigns to pay the annual premium due 
said company on the above named policy on 
or before each anniversary date during the life 
of said policy; and on failure on my part to 
pay the annual premium each anni- 
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on 





versary date, the said policy shall become 
void and of no effect after such date, and in 
such event the insurance company shall not 
be liable for any loss or damage under my 
policy.” 


The policy also provided: 

“This policy may be cancelled at any time 
by this Company by giving to the insured a 
five days’ written notice of cancellation with 
or without tender of the excess of paid 
premium above the pro rata premium for 
the expired time, which excess, if not ten- 
dered, shall be refunded on demand. Notice 
of cancellation shall state that said excess 
premium (if not tendered) will be refunded 
on demand.” 


The insured paid the first year’s premium 
on the policy, which became effective on 
February 7, 1949, and then failed to make 
any further payments. On January 9 and 
30, 1950, the insurer mailed notices to the 
insured stating that the policy would be 
“automatically suspended” from [ 
February 7, 1950, until reinstated by pay- 
ment of the premium. No mention was 
made of refund of excess premium because 
there was no excess premium as of the can- 
cellation On February 9, 1950, the 
insurer wrote the mortgagee informing it 
that the policy had been terminated. On 
March 18, 1951, a fire occurred at the in- 
sured’s premises. The insured and mort- 
gagee then brought suit to recover under 
the policy for the fire loss. The trial court 
concluded that inasmuch as the policy was 
written for five years, the insurer must as 
a matter of law be held to have extended 
credit to the insurer for the remaining four 
years’ premium. The policy was held to be 
in force and judgment was entered for the 
insured and mortgagee. 


noon ot 


date. 


The judgment was reversed by the Wis- 
consin Supreme Court. The court held that 
the notices of termination given by the 
insurer to the insured complied with the 
requirements of the cancellation clause of 
the policy, and thus the policy was cancelled 
as to the insured. The court stated there 
was no necessity of mentioning the subject 
of refund of excess premium in the notices 
because there was no excess premium as of 
the cancellation date. 
ever, did not receive the five days’ advance 


The mortgagee, how- 


notice of termination that it was entitled to, 
and thus, the court held, the policy contin- 


ued in force and effect for five additional 
days from February 9, 1950. The court 
said: 
574 


“If the purpose of the five day notice 
provision is to afford the insured, or other 
loss payee, a reasonable opportunity to ob- 
tain other insurance, then the extending of 
the coverage for such required period, ‘after 
receipt of a notice of termination which 
failed to comply with such time requirement 
will provide such reasonable opportunity to 
procure other insurance.” 


The extension of coverage for an addi- 
tional five days from February 9, 1950, did 
not enable the mortgagee to recover, as 
the fire occurred some i3 months 
after such extended period of coverage ter- 
minated.—Seeburger v. Citizens Mutual Fire 
Insurance Company of Wisconsin. Wisconsin 
Supreme Court. June 8, 1954. 8 Fire Anp 
CAsuALTy CAsEs (2d) 377. 


loss 


Short Shorts from the Courts 


New York . . . A policy which protects 
the insured from liability under a construc- 
tion contract obligates the insurer to in- 
demnify in accordance with the terms and 
conditions of the contract—Madawick Con- 
tracting Company v. Travelers Insurance Com- 
pany. New York Court of Appeals. May 
27, 1954. 8 Fire AND CASUALTY CASES 386. 


Pennsylvania . In an exclusionary 
clause of a property damage policy the term 
“control” contemplated a proprietary type 
of control and not temporary control inci- 
dental to the installation of machinery.— 
McLouth Steel Corporation v. Mesta Machine 
Company. United States Court of Appeals 
for the Third Circuit. June 23, 1954. 8 
FIRE AND CASUALTY CASES 392. 


Virginia . . . The insured did not sus- 
tain a total loss where repair of her building 
for its former use was prohibited by zoning 
ordinances, since the terms of the policy 
limited the insurer’s liability to the cost of 
repair alone.—W einstein v. Commerce Insur- 
ance Company. Virginia Supreme Court of 
Appeals. June 21, 1954. 8 Fire AnD CAsvu- 
ALTY CASES 395. 





Minnesota . . . An exclusionary clause 
of a property damage policy which pro- 
vided that the policy did not apply to goods 
distributed by the insured did not limit 
the insurance company’s liability for dam- 
age to buildings caused by the use of de- 


er 


fective plastering materials distributed by § 


the insured.—Hauenstein v. Saint Paul-Mer- 
cury Indemnity Company. Minnesota Supreme 
Court. June 11, 1954. 8 Frre anp CASUALTY 
Cases 370. 


IL J— August, 1954 





dic 
to 
“N 
pe 
un 
his 
ize 
pre 
ha 
the 
act 
co! 
for 
of 
ap 
of 
he 
rid 
be 
in 
diy 
me 
th 
(It 
wh 
the 
pei 
act 
the 


pai 
we 
cla 
pe 
ret 
ch; 
lat 
no 
ow 
pu 
un 
mi 


Av 











AUTOMOBILE 
a Summaries of Selected Decisions 


of Recently Reported by CCH 





ter | | AUTOMOBILE INSURANCE 
| | REPORTS 
to 


Permission Within Meaning 
of Omnibus Clause 


Permission given by the insured to an 
unlicensed driver to drive is not legal 
permission within the meaning of the 
omnibus coverage clause. . Wisconsin. 





The insured gave his minor brother, who 

did not have a driver’s license, permission 

j to use his car. A state statute provides: 

|} “No person shall authorize or knowingly 
permit a motor vehicle owned by him or 

scte under his control to be operated upon any 
ice highway by any person who is not author- 
in- ized hereunder or in violation of any of the 
| 


and provisions of this section.”” The minor brother 


“on- had an accident which caused injuries to 
'om- the plaintiffs. The plaintiffs brought this 
ay action against the insured and his insurance 
326. company. The insurance company moved 

| for summary judgment, and upon the denial 


lary of this motion the company brought this 
erm appeal. This case involved a construction 
ype of the following clause: ‘The insurance 
nci- | hereby afforded shall not apply unless the 
Oa riding, use or operation above referred to 
hine be with the permission of the assured named 
eals } in this policy, or if such assured is an in- 


8 dividual, with the permission of an adult 
member of such assured’s household other 
than a chauffeur or domestic servant.” 


Sell (Italics supplied.) The issue on appeal was 
ae whether the word “permission” as used in 
New { the omnibus clause was restricted to legal 
+t on permission, or whether it would cover any 
‘sur. | actual permission irrespective of whether 
H of | the same might be legal or illegal. 
ASU- Held: Judgment for the insurance com- 
| Pany. In the interest of public policy, the 
ause | word “permission” as used in the omnibus 
pro- clause should be construed to mean legal 
nod permission only. here would be a deter- 
nats rent against an unlicensed person taking a 
ee, chance in operating a motor vehicle in vio- 
aa lation of the statutes if he knew he would 
1 by | Rot be protected while so driving by the 
Mer- owner’s liability insurance policy. Thus, 
public policy demands that the “permission” 
reme : : 
or under the omnibus clause be a legal per- 


mission, and as the insured did not give 
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such legal permission to his minor brother, 
the action is dismissed as to the insurance 
company.—Quinn v. Hoffmann, Home Mutual 
Casualty Company, Appellant. Wisconsin Su- 
preme Court. February 2, 1954. 4 Avuto- 
MOBILE CASEs (2d) 512. 


Unfiled Retrospective Premium 
Endorsement Not Void 


Failure to file a restrospective premium 
endorsement with the superintendent of 
insurance does not render the contract 
illegal, against public policy and void. 
Sixth Circuit. 


Plaintiff-insurance company brought this 
action against its insured to recover premi- 
ums which it claimed were due under a 
retrospective premium endorsement forming 
part of a motor vehicle liability policy issued 
to the insured. The insured claimed that 
the endorsement was not filed with or approved 
by the superintendent of insurance, as re- 
quired by statute, and was therefore illegal, 
against public policy and void. 

Sections 9592-21 (a) and (h) of the Ohio 
General Code provide as follows: 

“(a) Every insurer shall file with the 
superintendent every manual of classifica- 
tions, rules and rates, every rating plan 
and every modification of any of the fore- 
going which it proposes to use.” 

“(h) On and after January 1, 1948, no 
insurer shall make or issue a contract or 
policy except in accordance with filings which 
are in effect for said insurer as provided in 
this act. i 

Section 9592-33 provides: “Any person or 
organization, who wilfully violates any pro- 
vision of this act; shall be deemed guilty of 
a misdemeanor and shall upon conviction 
thereof be punished by a fine not to exceed 
$500.00 for each such violation. The super- 
intendent may suspend the license of any 
rating organization or insurer which fails 
to comply with an order of the superintend- 
ent within the time limited by such order, 
or any extension thereof which the super- 
intendent may grant. 

“No penalty shall be imposed and no li- 
cense shall be suspended or revoked except 
upon a written order of the superintendent, 
stating his findings, made after a hearing 
held upon not less than ten days’ written 
notice to such person or organization specify- 
ing the alleged violation.” 

Section 9592-35 provides: “This act shall 
be liberally interpreted to the end that in- 
surance rates shall not be excessive, inade- 
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unfairly discriminatory, and co- 
operative action among insurers in rate making 
and in other matters within the scope of 


quate or 


” 


this act shall be authorized and regulated. ... 

Judgment was for the insurer and the in- 
sured brought this appeal relying upon the 
specific wording of Section 9592-21 (h) 
which it contends makes illegal any con- 
tract of insurance issued by an insurance 
company which has not complied with the 
filing requirements of Section 9592-21 (a). 

Held: Judgment for the insurer affirmed. 
The court stated: “It is agreed between the 
parties that the insurance is 
affected with a public interest and subject 
to regulation by the State. But we do not 
agree with appellant’s contention that it 
necessarily follows that a failure to comply 
with the provisions of a regulatory statute 
relating to insurance renders null and void 
a policy of insurance freely entered into by 
the parties. In order to determine whether 
a contract made contrary to a penal stat- 
ute is illegal and void, the statute must be 
considered as a whole to ascertain whether 
it was the intention of the Legislature that 
the statute have such effect.” 


business of 


The court held that consideration of the 
various provisions of the code results in 
the conclusion that it was the purpose of 
the legislature te regulate the insurance 
business by the imposition of a penalty 
rather than by declaring illegal and void 
such contracts of insurance as might be 
issued while the insurer was not in com- 
pliance with the provisions of the statute. 
The court held the contract was not against 
public policy as it was not injurious to the 
public and did not contravene any estab- 
lished interest of society. The insured had 
the benefit of full performance by the in- 
surer under the insurance contract—McCul- 
lough Transfer Company v. Virginia Surety 
Company. United States Court of Appeals 
for the Sixth Circuit. May 27, 1954. 4 
AUTOMOBILE CASES (2d) 621. 


Refusal to Settle 
Subjects Insurer to Excess Liability 


An insurer’s refusal to settle within policy 
limits merely because it has a policy on 
each vehicle involved in the accident con- 
stitutes bad faith and subjects the insurer 
to excess liability. Florida. 


The insurer had policies on both cars 
involved in an accident. Shortly prior to 
January 18, 1952, one of the insureds offered 
to accept $9,000 prior to trial in full 
settlement of all claims against the plaintiff 
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(other insured). Under date of January 18, 
the supervising adjuster for the insurer 
wrote to the insurer’s counsel as follows: 
“In as much as we insured both parties 
in this action we are unable to entertain 
settlement offers on either side and it appears 
that it will be necessary for a jury to de- 
termine the merits of the various parties.” 
Following receipt of this letter, the insurer’s 
counsel refused to accept the offer of settle- 
ment. The evidence shows that counsel 
for the insurer was very diligent in taking 
discovery depositions of all material wit- 
nesses in the case. Judgment was entered 
against the plaintiff for $15,000. The plain- 
tiff was able to settle the case for the 
$10,000 policy. limit and an additional $4,000 
payment. Plaintiff then brought suit against 
the insurer for the $4,000 payment, alleging 
that the insurer was guilty of bad faith in 
failing to settle the case within policy limits. 

Held: Judgment for the plaintiff-insured. 
By the great weight of authority an insurer 
must act in good faith towards its insured 
in the defense and settlement of claims 
which, under its policy, it has the exclu- 
sive right to defend and settle, and is liable 
in damages to the insured for failure to do 
so. Failure of the insurer to properly 
weigh and consider the wisdom of settling 
the case within policy limits prior to trial 
constituted bad faith on the insurer’s part. 
The fact that the insurer had policies of 
insurance on both cars involved in the 
accident did not excuse its being negligent 
to the extent of bad faith in failing and 
refusing to settle the case.—Tully v. Travelers 
Insurance Company. United States District 
Court for the Northern District of Florida. 
February 3, 1954. 4 AuToMoBILE CASES 
(2d) 693. 


Short Shorts From the Courts 


Pennsylvania One to whom the 
insured has given permission to use an 
automobile does not have implied authority 
to delegate such permission to another 
person so as to make the latter an addi- 
tional assured under the insured’s policy.— 
Aetna Casualty & Surety Company  v. 
DeMaison, Merchants Indemnity Corporation, 
of New York. United States Court of Ap- 
peals for the Third Circuit. June 7, 1954. 
4 AvuTOMOBILE CAsEs (2d) 641. 

New Jersey .. Plaintiff 
recovery for an injury discovered after ex- 
ecution of a release.—Reinhardt v. Wilbur. 
New Jersey Superior Court, Appellate Divi- 
sion. May 17, 1954. 4 AuromopiLe CAsEs 
(2d) 640. 


was denied 
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In Future Gsswes 


Cominc to the readers next month are 
many of the interesting papers which are to 
be presented at the 1954 annual conference 
of the Federation of Insurance Counsel. Mr. 
John Alan Appleman, Illinois lawyer and au- 
thor, will discuss the subject of ‘‘Tactics in 
Appellate Briefs.’’ Mr. Erwin W. Roemer, 
Chicago attorney, will present his observations 
on ‘Defense of Personal Injury Actions.’’ Mr. 
Isidore Halpern, who specializes in the field of 
medical jurisprudence, will discuss the topic 
‘Medical Proof.”’ 


Ortner PAPERS that are to be presented ar 
the insurance conference and which will ap- 
pear in next month’s issue are: ‘Thirty Years 
of Claims and Litigation,”’ by F. A. Rhodes; 
‘Presenting the Evidence,”’ by A. Harold Frost; 
“The Major Issues in a Guest Case,”’ by Clel 
Georgetta; and “When Is an Architect Lia- 
ble?”’ by Gibson B. Witherspoon. 
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There are individual units of the CCH INSUR- 
ANCE LAW REPORTS for the insurance spheres 
of widest interests. 


Each selective unit covers the new deci- 
sions from all higher jurisdictions in its own 
particular province. 
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to get the latest decision first, depend upon 
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